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13 rkrf 
shown also. 

. MR. MURPHYi Your Honor, it is 4.30. 

x „ going to have guite a hit longer on cross examination, 
maybe another hour and a half tomorrow mornlhg so maybe 

it is a good time to break. 

THE COURT. Why don't you go on for about seven 

minutes. 

BY MR. MORPHYl 

, „ what do you mean by 

Q schedule 9, sir, column 1. What do y 

after tax income? 

R This is generally what is looted upon as what 
I u available as tat. home pay for the equity. .It's after 
all expenses and after tax, then we add bach in the 
interest to see what was available for interest. 

Q Would you say that again, please? 

A „e look at what is take home pay to the equity. 

q That is after tax income? 

a. « back in the interest that 

A Yes. Then we add bacx in 

U03 paid but was taken as a deduction for the taxes and 

.bis gives . an amount that was available for interest, 

after payment of my taxes. , 

q In your sum that you call available for taxes, 

you have the net income - In the sum that was available 

I for payment of interest, you are adding together the 
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yield - cross 


net income of the company after t<lxe * plos th ° aCtU * 

Interest pUd, 1» that right? 

X In effect, yes, sir# 

0 And you sey that those two ■*.' —* 

which the company could pay for int 
x I have not said that. 

. q What do you aay? 

A j say it was available for it to pay - 

I am picking at words. 

Q just look at your chart. 

A I have used the term available. 

1 4 .%._i a w hat I am trying to 
q What does that mean, that is wnat 

find out. 

A The anount of net Income that would flow to the 

co.cn and preferred stockholder and I have added 

interest to that, and I have said that is what is 

available for interest payment. 

Q So what the company could pay for interos 

then, is the a^unt they are already paying, right, the 

amount they are already paying for interest? 

hr. CASEY: Your honor. X think he is badgering 

the witness. Three tins. we have gone through this. 

▼ a.i, 4 nV it is time we went home. 
THE COURT: I think it i 

MR. MURPHY: Your Honor 


......•r.’””' » 

,OLCV JOUARt. new M.T. 
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151a 


THE COURT I I don’t agree you are badgering 
the witnose. 1 Juet think It la tine to go hone. 

He vill adjourn to 10i30. I have a natter 
at 10.00 but 1 think 1 will be ready to atari at 10.30. 
(Time noted 4x30 p.m.) 
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mart 1-1 

Cities Service Co., 
vs. 

United States of America 

July 18, 1972 
10(30 a.m. 

(Trial Resumed) 

WILLIAM PIELD, the witness, 

having been previously duly sworu, resumed the 
stand and testified further as follows* 
CROSS-EXAMINATION 
DY MR. MURPHY (Continued)* 

Q Mr. Field, do you have before you Plaintiff's 
Exhibit 1 for identification? 

A Yes, sir. 

Q And one in evidence, I should say? 

A Yes, sir. 

# 

Q Do you recall yesterday when we closed we were 
talking about schedule 9? 

I 

A Yes, sir. 

Q We wore talking about"column 1, right? 

A Yes, sir. 

Q Would you explain to us, please, what column 
1 entails? 

^ Yes, sir• The column 1, if I could probably give 
you on example, because I know we had trouble yesterday, 

SOUTHERN district court reporters, u.s. courthouse 
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*JLeld - cross 


if we could put qpecific figures down and show you what 
X have done, it nay help you to see, so , yesterday you 
gave me Appendix B of the order approving^the simplification 
and asked me to look at some figures there, and if you 
could look in that same order. Appendix D, we have the 
corporate statement for Cities Service there and I can 
show you figures X have used in that for a couple of years 
to show you how I did the computation. 

Q Let's do it for 1946. 

A Well, '45 is not Appendix B, could I do it 
for '45? The full year '45 isn't on Appendix D. You 
have got a 12 months ending October 31, '45. We don't 
have a '45. 

Q Well, '45 isn't on Appendix B, is it? 

| 

A Appendix D as in doing, sir. 

i 

Q Appendix D as in David? 

A Yes, also in David. 

Now, if you will note, just to show you some 
difference in what I have done and what the SEC staff 
has evidently done, if you will go down and see 

• * v 

where they have a ratio times interdat and other.charges 
earned after provision for federal income taxes, ray 


ratio — 


Whore is this, sir? 
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A Horn, what they haw ahown thara la times intarast 
anA othar chary aa aarnad. 

Mow, if you wera to juat atrika tha worda"and 
other chargea aarnad," you would have time» interest earned 
after provision for federal income taxes and that'a what 
I have triad to calculate, so looking at the data here, 
1945, th «7 have taken — thay have obtained tha ratio 
of 1.77, but thay have taken tha total interest and 
other charges of $8,752,984 and added to what la called 

net income of $6,741,879, they have obtained a total than 
of $15,494,863. 

Q What la that again? 

A That would be what I would call available for 
interest and othar charges. 

Q But what it is, in fact, is the total interest 
and other charges added to what again? 

A Net income after taxes. 

0 And what number do you give for that? 

A $6,741,879. 

Now, without worrying what we call it, because 
I think that’3 whore our problem ia, dividing tha total 
Of tho.o two Itoms, which Jo $15,494,863, by the total 
intorent and ether charges which ia to Lh» cover. *d of 
s-3 ,/52, 984 , you obtained tha ratio 1.77. 


. niiHm. fiiiTMin r'i'/nr nri‘onrrnt v.i. couf-rnO'.r.t 
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5 raerf * 

- 

• i 

a HQ, - 

Fuld - cross 157 


2 


Mow, X did nearly the same, what X did was X 


3 

took the interest on debentures and guaranteed bonds of 9 

c 

. 4 

$7,426,529 — I 


5 

Q 

Now, wait a second, you did what again? 

L 

— 

6 

A 

M 

I took the interest on debentures and guaranteed 


7 

bonds. 



8 

Q 

All right. 


9 

A 

Of $7,426,529. 


10 

Q 

All right, interest of 7 million,and then what 


11 

did you 

do? 


12 

A 

As my footnote on my table indicates, my interest 


13 

also includes amortization of debt discount and expense 


14 

so I added the debt discount and expense amortization 

A 


15 

of $452 

,960 and that is the interest of $7,879,480 | 


16 

which appears on schedule 9 of my Appendix A under column 2. 1 


17 

Q 

That*8 what column 2 means? 


18 

A 

Yes. 


19 

Q 

And that's the way you compute interest for 


20 

column 

2? 


21 

A 

Yes, sir. 


22 

Q 

Now, what did you do in column 1? 

i 

23 

A 

Okay, I took that $7,879,489, and I added it to 


24 

1 

the same net income of $6,741,87^. that was used in the 


25 

calculation here to obtain the 1.77, but because I 

1 __ 

• 
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6 raerf Field - cross 158 

eun covering just interest, Z come up with a ratio of 
1.86, which is a higher ratio, I might add, than the 

% •• V . 

1,77 that is used by them. 

Q Z am just talking about what yoif^did. 

A Yes, sir. 

Q What you did then, you added interest, right, to 
the net income of the corporation after tax? 

A Yes, air. 

Q To determine how much safety was in the corporation 
situation? 

A I was trying to show a margin left over, so to 
speak, after interest for the equity, if you mean safety 
from the equity holders'viewpoint, yes. 

Q So the way you determined the safety was you 
decided — you took net income, you found out how many 
times interest was covered by — it is interest plus net 
income and that was your margin of safety? 

A Yes, sir, which is quite commonly dono. 

Q And what you did then in this chart was you 
decided you wanted to find out how much tine interost, 

how much interest was covered by the interest payment 

/ 

itself, and then how much interest was covered by net 
income of the corporation? 

A Yes, sir. 
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* • V.JI 

Q Now, is interest paid out of net income, sir? 


1 

A Nell, net ■— 


|C 4 

Q Con you give a yes or no answer to that question? 


1 

*• --- • 

Is interest paid out of net income? 


1 

A It can be paid out of net income but it could 


I 

be paid out of other things and that was my problem 


1 8 

yesterday, because there are other things available to 


1 9 

pay interest other than just one yearb net income. 


1 0 

Q And by net income ih'thiB answer you mean net 


1 

income after taxes? 


12 

A Yes, sir. 


13 

Q And would it be your business advice to a 


14 

corporation to pay interest in 1947 out of net income 


15 

aftor taxes? Could you just give a yes or no answer 


16 

to that, please? 


17 

A I would just advise them to pay their interest. 


18 

sir, to avoid bankruptcy. 


19 

Q Would you advise them to pay interest — 


20 

MR. MURPHY: Your Honor, could I ask the reporter 


21 

* 

to read back ray original question please? 


22 

( 

THE COURTi Sure. 


23 

MR. MURPHYx Would you read back the question 


24 

please? 


25 

(The question was read.) 


• 
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8 narf Field - cross 160 

A I'm in the dilemma, if I say yes or no, I 
can't tell them to just pay out of net income because 
if they didn't have any net income I still would advise 
them to pay their interest somehow, some way, even if 
they have to go to a bank and beg the amount of money 
to pay that interest. 

My advice would bo to pay your interest, so I 
can't say my advice would be just to pay it out of net 
income. We don't pay interest just out of net income. 
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All right. 


■ ‘-v V i 


lei, I 

m 


Now, I am going to art you to assume tot a 
hypothetical that this corporation Ms, a. cities Service 
aid at this time, sufficient Income, gro.sTncom. after 
deduction of Its payments which It had to mate to employee 
for interest and for other payment, that It had to make 
In the course of its business - it had sufficient Income 
left out of that before payment of its taxes, which .Is a . 
proportion of that resulting income, to pay this interest 
debt, which wo will call X, which they are asking your 
advice about, and after payment of taxes on that gross 
income net of those charts which we have Just described, 
they also have sufficient Income to pay the interest 

charges on your X debt. 

!to „, would your advice as an expert to this 

corporation - would It be your advice as an expert to 
this corporation to pay interest charges on their debt X 
out of the before-tax income or the after-tax income? 

A He don't pay our - we pay our - wo pay 
interest with a check or with cash that come, out of an 
account not called net income.' ' We pay our bills as 
they come in by writing a check, which is to reduce 


cash. 


Now, I don't advise a company to pay its inter- 
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1€2 


*' * 

•at out of a oca# straan of lnoocM. Z advise th« company 

*• * ■ . • •* 

to pay all of Its obligations, its wagas you mantionad, 
its taxes, its intarast — Z advisa*' than tojgay those 
obligations that could avoid bankruptcy by paying than. 
They don't pay than out of bafora or aftar anything else. 

What Z an trying to do hare is to show what is 
the safoty margin to equity left over out of a given 
year's income after it's paid all these things, and I an 
using that to compare then. As »y Schedule 10 shows, 

I compared that some relationship or ratio with other 
companies. That's all Z have done. 

Q And this safety ~ shall we call it your safety 
ratio — that you have computed as you have described for 
Schedule 9, did you also use that sane reasoning in 
computing your Schedule 10? 

A Yob, sir. The date on Schedule 9 is the same 
for tho years '41-'46 as it is in Column 2 of Schedule 10 
and merely literally transferred that over to — 

0 And for Schedules 13 and 14, did you use the 
Bone reasoning in determining that for those tables? 

A These are tho same logic of trying to see — 
but hero I've got a different ratio, obviously. I have 
taken not. 1 am otill lookina at all these ratios from 
the viewpoint of equity. I am trying to ask myself from 


■> 


. ' *Hrr*N I I ilM MJI OUTM'. I V ( OH87N.VIV 

_"_<■ \i% . n . t _* 


• l 
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1 

1 

pa 3 Field -cross v 

• - ■* 

1 

2 

■ Ay ■ 

the equity viewpoint, what is the performance of this 

1 

3 

company, and I have taken several ratios. Now, all of 

|G 

4 

them are from the viewpoint of the equity. But certainly 

* ■* --•* ■ 

I 

5 

Schedule 13 doesn't have an interest added in, or it is 

I 

6 

7 

not a coverage ratio. I couldn't call 13 a coverage 

I 

ratio. 9, Schedule 9 and 10 are coverage ratios, which 

I 

8 

I say are quite commonly used as an example in Schedule D, 

I 

9 

but we use them — find them all the time in financial 

I 

10 

analysis. 

I 

11 

Q Yes, sir. Now, passing on to 15 and 16 in 

I 

12 

your report, you still have it before you, don't you. 

I 

13 

Mr. Field? 


14 

A Yes, sir. 


15 

Q Excuse me. I want to refer to page 20. 


16 

1 am sorry to take you around like this. 


17 

Page 20 of your report. You see at the top 


18 

of that page — 


19 

A Yes, sir. 


20 

Q — it says: 


21 

"For a company with such high operational and 

e 

22 

business risks, the high debt' represents an 

v> 

23 

inordinately high financial risk." 


24 

A Yes, sir. 


25 

Q Now, what company are you talking about there? 

• 
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A The Cities Service Company. 

q is this the holding company? 

X Either one. Cltie. Service, the porent company 
or the consolidated. K. I tried to Indicate earlier, 
the Income that comes to Cltie. Service, the parent, in 
the form o£ dividends and interest doesn't come out of 
the blue. It has to come from some inherent earnings 
from operations. If those inherent earnings from those 
operations are not adequate to pay dividends or to 
justify the payment of dividends or to enable the payment 
of Interest, then the interest and the dividends won't be 

coming up to the comi>any. 

so the inherent risk of the operating companies 

in tho petroluem business and in the electric and gas 
business flows up, so to speak, to the parent. It's got 
the problem. It can only be as strong as the companies 
it receives the income from. So it is the risk both 
to the consolidated subsidiaries and to the porent that 
I am discussing there. 

q so that is what you mean by -company" in that 


sense? 


Yob, sir. 


It is the consolidated company, not just the 


parent company? 
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P85 Field-cross iW 

A Both. Right. Not — 

Q Y ou know what I mean. There Is the con- 

l 

solIdatod company and the parent? 

A- Yes, sir. 

0 What Is that difference, by the way? 

A Well, In the accounting of It Is what I believe 
you are talking about. The accounting, where you take 
the statement, balance sheet or income statement, and 
if we are using consolidated we would take all the 
companies, subsidiary companies and parent balance sheets, 
add them together, make minor adjustments for such things 
as minority interest and try to remove all the inter¬ 
related transactions and come up with a consolidated 
aggregate balance sheet, whereas if we are talking about 
the company only, the parent company only, wo are taking 
just that single company's balance sheet. The income 
statenant — the difference would be that in the parent 
company only we would take into the income to the parent 
company only those items of dividends normally that are 
declared and paid and interest .received in normal years 
in good accounting now -- wo call this procedure — whereas 
in the consolidated we would show the earnings of the 
companies, the subsidiary companies, and they wouldn't 
necessarily have been either paid or be available for pay- 
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mcnt up to the parent company. 

q So when you are talking about the parent company, 

then, you are only talking about dividends actually paid 
into that company ao income to the parent, right? 

A Yes, sir. 

Q And the same thing with debenture interest. 

You are only talking about interest actually paid to the 
parent by the subsidiaries? 

A Yes, sir. 

Q And that would be true in Cities Service 

companies too? isn't that right? 

A When you say "of Cities Service", now, I don t 

know — 

q I mean the Cities Service Company, the parent. 

A You moan in this case here, yes, sir. It is 
my understanding that Cities Service Company, the parent, 
would only receive income that wab actually paid by the 
subsidiary, but the income couldn't be paid; the dividend 
couldn't be paid — the point I am making unless they 
are earned by the subsidiary and were available for pay¬ 
ment. , 

Q And did Cities Service, the parent, have control 

over each of its subsidiaries, do you know? 

A No one could have the control to bring up to the 
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parent all income. . That kind of control they don*t 
have because the operations of the company would just 
cease if we don't provide ourselves with a viable 
company. So if you mean, do they — and again, the 
percentages, I think in all cases of those companies that 
were consolidated, I think the percentage ownership of the 
common stock would give what is generally conceded to be 
voting control of the company but not control of all 
earnings, obviously. That is a myth in finance. 

Q Dut did Cities Service own all the voting stock 
of its subsidiaries in this time. May of 1947? 

A I'm not sure if it was 100 per cent in all 
cases. I would better — in all years. I would say 
it was effective control, if that is what you are asking. 

As a matter of fact, sometime*;State laws require 

V t: ‘ fr*3 ///+) 

directors o uts t andin g chares, and if there are directors 
owning stock, then the company can't own stock. 

q So during this time the parent, as owning stock 
of the subsidiaries, had effective voting control over 
those subsidiaries? 

A Yes, sir. * 

Q And this was true in May 1947? 

A Yea, sir. 

Q Are you referring to Schedule 10 of your report, 
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166 


Plaintiff’s Exhibit 1? 

A Yes, air. 

Q Do you have that before you, sir? 

A Yea, air. 

q How did you compute the number — first of all, 

for what company is Schedule 18? The parent or for the 
full complex? 

A Oh, Schedule 18? I'n sorry. I was at page 
18 of my report. Schedule 18. I am sorry. 

q All right — 

A Will you ask your question again, sir? 

Q I say, Schedule 13 refers to the consolidated 

balance sheet or just the balance Bheet of tne parent 
Cities Service? 

A Parent company only, sir. 

Q Parent alone? 

A Yes, sir. 

Q And net incone in Column Is What does that 

consist of? 


A You moan of tho parent or — 
q Of the parent, yes. 

A It's the result of payment after taking all my 


revenue, taking all my expenses and deduct them out, 
including tax, I get net income. So it consists of 
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168 A 


aU those items that were residual to my expense, *•*•<*** 

iron revenue. Including interest and taxes. 

q so that was nade up of the dividend income and 

the interest incon. on the debenture. le.V^. various 
expenses of the parent corporation, is that tru.7 

A What was left over after that. X eouldn t 
identify a dollar of net income a. being a particular 
dollar of dividends that cane in. - »- «“ 

as you understand. 

q I see. 

7 ^ You understand. 

q Now, Column 2: 

What is that made up of? 

A That’s the — what was stated to be the 

dividend provision. My source on tho bottom show, that 
I used the Appendix D of the SbC order dated April 74. 
1M7f what we were looking at a while ago in our dis¬ 
cussion on how wo computed Interest. I P ulle<5 
is called the dividend requirements for preferred and 

preference stock shown therein. 

I also did my own calculation on a year-end 

Oasis, using number of shares outstanding, and X cane up 
to nearly the sane figures, but there were slight differ- 


cnees. 


so I wanted to use those figures hopefully 
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to ovoid argument, and 1 just put them in there and 
showed what the amount of the obligation was. There 
would be, assuming the dividend was paid — but of course, 
we know they weren't paid, but I was showing. of 
course, if we didrft put what they were, then the arrear¬ 
ages would have gone up, too. So if we didn't pay, 
the arrearages would have been even greater, so 

Q But Column 2 assumes that Cities Service 
Company was paying dividends currently on its outstanding 

preferred and preference stock? 

A Yos. This is a "What if" game. What if 
they paid the preferred dividond? That would have been 

the amount of all dividend paid. 

Q Even though they didn't pay such dividonds? 

i 

A That's correct. But if we didn't, if we 

don't pay our current dividends, our arrearages would 
have boon oven more. So I wanted to show what would 
have been available after deducting for dividends if they 
had been paid, so that we could see what would be available 


to pay the arrearages. 


If I hadn't made that deduc¬ 


tion, then my arrearages would have^ been oven more. So I 
couldn't very woll have said I could have paid my arrear¬ 
ages by not paying my current dividonds. 

q It is your business opinion that it was bad 
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-. 1 

mps Field-cross 170 

2 

praatlce not to pay the dividends as they accrued; is 

3 

that right? 

O 4 

A Could I have the question again, please? 

5 

THE COURTi Read the question. 

6 

(Question read.) 

7 

A I don't like the word "accrued", because I 

8 

don't think that is what I talk about here, and I don't 

9 

think it was my recommendation to say it was bad business 

10 

and not to pay the dividends as they accumulated. 

11 

I think it would have been bad business at this point in 

12 

time to have paid the dividends had they accumulated or 

13 

as they accumulated. 

14 


15 


16 


17 


18 


19 


20 


21 


22 

( 

, 

1 

23 

, 

21 

25 

1 
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Q But in your chart you are making the assumption 
that they did, in fact, pay the dividends? 

A Right; to show that the money wasn't available 
to pay arrearages because if it went to pay^dividend3 
it couldn't be used to pay arrearages. If it didn't go 
to dividends then my arrears would be even more than they 
were. 

Q All right. 

And column 3 is the column 2 subtracted from 
column 1, is that right? 

A Yes, sir. 

Q Column 4, what is that? 

A That's the amount of money that was the 
cost figure that was actually paid rather than the face 
figure for stated par value figure of the bond3 which 
were purchased by Cities Service as•obligations to meet 
their purchase fund requirements. I did not include 
in there, as the footnote indicates, those treasury purchases 
that could have also been considered a cash drain, which 
would not have been available then from net income to pay 
off dividends. 

p 

q So during this whole period this chart shows 
that Cities Service Company was purchasing debentures, 
right? 
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1 

2 merf 

Field - cross 

2 

A 

Yes, quite wisely in my opinion. 

3 

Q 

And this column in column 4 is the total amount 

4 

of debentures Cities Service purchased in eafch of these 1 

5 

six years 

, correct? ' 1 

6 

A 

No, as 1 tried to explain I did not include, as 1 

7 

ny footnote indicates, those that were purchased for 1 

8 

treasury 

purchase. I only included those which were the 

9 

treasury 

purchase fund requirement. 

10 

Q 

What debentures were these? 

11 

A 

Most of them 5 per cent gold debentures. 

12 

Q 

Wore they Cities Service's own issue debentures? 

13 

A 

Yes, sir. 

14 

Q 

So Cities Service was buying its own debentures 

15 

during this six year period, is that right? 1 

16 

A 

As it was required to do, yes, sir. 

17 

Q 

And it purchased each of these amlunts in each 

18 

of those six years, correct? 1 

19 

* 

Yes. These are the cost figures, they purchased j 

20 

face value more than these. They bought most of them at 

21 

discount. 

22 

Q 

NOW, you say in column 4 that it is purchase fund 

23 

requirements, correct? 

24 

A 

Yes, sir. 

25 

Q 

What are those requirements? 


• 
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A Those are requirestionts that are set up usually 
in the indenture agreement of companies that usually 
require some systematic — either buying back of the 
debentures or the buying back or retiring face value, or 
actually going into the market and buying them, or providing 
some other sinking fund payment for that. 

Q And what did you rely on for your conclusion 
that these payments were pursuant to debenture purchase 
fund requirements? 


A Well, I relied on — I *.’on't know if it is 
sinking fund requirements. I relied on furnishing to me 
of data which I asked for bocause this is.not external 
to the analyst, not available to the external analyst 
as to what the company actually bought back in each of 

these years in -eady form, I asked the company through 

\ 

counsel to provide me with the specific amounts of bonds 
at face value and at cost that were required subject to 
purchase fund requirements, and thi3 is what they provided 
me with in a tabular form. 

Q Did you yourself check to see whether the purchase 
fund required these purchases listed in column 4? 

A Those amounts, no, sir, I did not. 

Q You just relied on information furnished to 

you? 
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0 So ftxcept for this — is that information a 
of 'the record in this case, do you know? 

A I think it is by being on column 4. 

Q And that's the source of such information, your 
column 4 in your report, right? 

A Yes, sir. Oh, wait. The source of column 4 is 
some data that was furnished, if that's what you mean. 

I have got work papers for many of my calculations and 
I have work papers which they furnished me for that, if 
that's what you mean. They are Xeroxed. 

Q Now,the last item that you considered in 
determining your opinion in this case is page 21, right. 
That's sub-part D of your report, page 21. 

A Yes, sir. 

Q Now, reading page 21, "Such original consideration 

in the amount of 45 million dollars was not somehow 

magically reduced just bocause prices of the preferred 
and preference shares fell drastically during the 
depression." 

You wrote that, right? 

A Yes, sir. 

If 

Q On the otherhand such consideration did not 
increase just bocause the prices rose, especially in 


southern district court reporters u.s. courthouse 
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5 mart 
1946." 


rltU - cross 


Yarn, sir. 


q Do you know how much the assets Cities Service 
received for its preferred end preference stocks rose in 


1946? 


A No, sir, I an not sure X understand. 
q You ere saying thet such consideration did not 
increase just because the prices rose especially in 1946? 
A Yes, there I aw talking about prices of the 


stock. 


You are not directing that to the actual original 


oo-callod original consideration in the alleged amount 


of 45 million dollars? 


Ho, hero — in a statement of rose or fell is 


definitely geared or discussing prices of the preferred 

and preference stock. 

Q Now, Appendix B to your report 
A I am a little consonant deaf. 
q Appendix B as in baby. You wrote that, sir? 


Yes, sir. 


And that ntato3 your educational and professional 


experience? 


Yea, fHr. 


And I take it you hold a Bachelor's Degree? 


sou’HrnH r 


hunt *EPO«Te»V u * couptmouse 
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A Yes, sir. 

Q A Bachelor of Science Degree? 

A Yes, sir. 

Q Do you have any graduate degrees’^,' 

A No, sir. As I indicated I finished my course 
work, and this course work — I didn't finish the thesis. 

Q You have never worked as a corporate financial 
officer, have you? 

A I am a financial — I am an officer of our 
corporation and my specialty is finance. Do you mean have 
I been a treasurer of a company? Could you bo more 
specific? 

Q Yes, a treasurer or a controller. 

A I am not and have not been a treasurer or 
controller. 

Q Or worked in a controller's office or treasurer's 
office? 

A I work in work related to our — very much 
related to some of the things that our treasurer is 
concerned with and that's why we have him concerned with 
it.primarily, and I am aware of it.^ 

My main field is financial analysis, the main 
area I work in as a corporate officer of this, my company, 
is the field of finance. 
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7 marf Field - cross 177 

2 

Q What is the name of your company again? 

3 

A H. Zinder * Associates Inc. 

4 

Q How many people work for that company? 

5 

A Rough approximation I'd say about -50. 

6 

Q 50, 5-0? 

7 

A Approximately. That's very rough. I did not 

8 

count heads recently, but I think that's about it. 

9 

Q Does that count secretaries and other support 

10 

personnel? 

11 

A Yes, sir, that would count them as working there, 

12 

yes, sir. 

13 

Q File clerks or people like that? 

14 

A Yes, sir. 

15 

Q And what's the business of Zinder & Associates? 

16 

A We are a firm that very much is oriented toward 

17 

doing regulatory work before Governmental agencies such 

18 

as the Federal Power Commission, the Federal Communications 

19 

Commission, Civil Aeronautics Board. We make presentations, 

20 

especially in my area of work — make presentations 

21 

concerning what is the fair, just and reasonable rate of 

22 

return requirement for a particular company in a regulatory 

23 

proceeding, we do Governmental work and also do work for 

24 

the Canadian Government advising them in both regulatory 

25 

work and in broad energy matters or matters concerning 


SOUTHERN DISTRICT COURT RE PORT IRS U.S COURT HOUSE 
EOLEV SQUARE. NEW YORK, N.Y. CO »-4S»0 







8 marf 


Plaid - cross 
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178 


energy, the whole field of energy# many of our members 
of the firm, excluding myself, I am one of the few 
exceptions that is an actual officer, most of them are 
actual ex-employees of the Federal Power (Emission. 

Q How many persons in Under « Associates appear 
before various regulatory bodies? 

A Again, approximation, T would say about 15 to 20 
of the members of our firm and associates appear. 

Q you say 15 or 20? 

A Yea, sir, approximately. 

0 Who are the officers of Zinder & Associates? 

A Mr. H. Zinder, Z-i-n-d-e-r. 

Q What's his title? 

A He's president, I am sorry, and also chairman 
of the board. 

Q Who else? 

A And also I think controlling stockholder, if 

I recall tho figures. There is William Field, F-i-c-l-d. 

Q That's yournelf, right? 

A Yen, sir. Vice-president and nido title of 
ocononie analyst, I guess you would call mo or economist. 

There is Mr. Ken jamin fichiffer. 

There i«; Mr. benjamin Miller, Mr. Ix^uis Zanoff, 
there la Mr. Lloyd Tool, there is Mr. — ;ir. Me Elfrosh, 
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ho'a vie®-president , I'a afraid Z don't his first nano. I 
know his nlcknaiM. X can gat it anally. 

And there is Nr. Barry Tralnor, there is Mr. 
Wallace Cohen, and if Z left any of oar officers out 
I hope they forgive me, X can't raaeaber if we have any 
more. I can certainly get a brochure and go down our 
corporate rooorda to check. All those man are also stock¬ 
holders of tho fire. 

0 So those — would you accept »y calculations 
that you have named nine persona, including yourself and 
Mr. Zindarj you say they are all officers of Zinder & 
Associates? 

A If that came up to nine, yea, sir. 

0 All right. And there might be more but you 
can't recall then right at this mouvent. 

A I doubt if I have loft many out. If I have loft 
nay out, I just didn’t anticipate this and I don't have 
a lint of them. Sometimes I forget my wife'n name. 

1 j.otier*, turning to pa<r5 3 of your Appendix n f 
tho last sentence talks about a utudy you havo proyarouj 
'Teterminatlon of the capitalisation rate 
npplioublu U) the income a<»a Liable to the eorrvm stock 
oguity or ;;x Pane* Natural ;cr Company n of Oenorrbcr 31, 

) 370 ." 
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f Field - crosa 

Did you writs that, alrT 
X Tea, air. 

Q What waa it from? 

A Primarily wa war* ona of, Z think,*'thraa firms 
that wars, as a raault of a oourt settlement in Arisona, 
in an ad valorum tax, our firs waa ona of tha thraa firms 
which waa choaan to cxxaa up with what'a called commonly 

r<s."fe- 

a cap which is a shorthand term for capitalisation rate. 

Q Capitalisation what? 

A Rate. And that capitalisation rata recommendation 

for tha three firms, if I recall tha settlement agreement, 
was going to be averaged, and tha result of that average ' 


was going to be applied in a capitalisation of income nodal 
for El Paso Natural Gas which would be used to divido a 
certain amount of income which was not for rae to determine 
that was to be determined, I believe, through somebody 
else. 


That cap rate would be divided into the proper 
level of income to come up with what's called a capitalisod 
income approach to valuation anil the capitalisation of 
income approach is usually one of three indicators we 
unc in ad valorum tax work. Ono is the r.'arkat approach, 
one io t ho capitalisation of income anproanU, ^nd ono 

in the cost approach, and oar participation, >y participation' 

i 
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1 

11 Mrf Fiald - croaa 111 


i 

vu to work In tha on* indicator of vkIm, capitalisation 


1 3 

of lnoosn, and within that indicator «y assignment was to 


• ' 

' * 4 

cone up with just tha oap rata or capitalisation rata. 


5 

0 You wore experienced in that fora of' determination 


6 

of value? 


7 

A Yea , sir, it's very cloaely related to the queation 


8 

of tha fair rata of return, a fair oap rata ia very close 


9 

to a fair rate of return a company should earn and moat 


f 10 

of my testimony, the preponderance of my testimony 


11 

has been in the area of a fair, just and reasonable 


12 

rata of return requirement. 


13 

Q Did you, in making your analysis of this company. 


11 ! 

i determine the value that Citiea Service could have realized 


15 

upon the oxrchange of its debentures for preferred stock 



by capitalizing the income of Cities Sorvicc complex 


17 

of corporations which would bo available for dividends 


1 

to its common stockholders? 

| 


A No, because I was asking myself what was the 


[ 

consideration Cities Service should receive and 1 did 

| 


: 

- 

not consider that they received something which they 

S 

- 

i - 

already had a right to which was t.ho income of tho company . 

I 

i 


i • 

4*J 

U In El Paso das, by tho way, related to Cities 

i 

\A 

Service Company? 


A I nioood the question, air. 

• 

i 
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Field - eroaa 1S2 

Q Za El Pas© Gaa, SI Puo Natural Gaa Company, 
related to Citlaa Service Company? 

A They ara both in tha same industry, in that way 
they ara related. 

Do you mean do thay hare a corporate interrelation? 1 
Q Yea. 

A Not that I know of. 8oatebody way find there ia 
a gentleman on ono of the boarda that night know somebody 
or have aome stock in the other, but I don't believe there 

| 

is an intercorporate tie-up. 

Q Are you being paid for your testimony in this 

case? 

A I an being paid a salary by my firm and my firm, 

I am suro, is billing the client for ay time that I 
spent on the study. We usually do. 

Q Do you know what your firm's fee is? 

I 

A Ky firm's foe? 

i 

Q Yon. 

A I don't know if it in completely calculated yot. 

1 cm tell you the nurlxjr of hours I have personally 
\fOrkad on It. I don't bill the client. I am not a b< llino 
clerk. The firm lias fixed for various assignments 

that usually th? alien ..j arc aware of bocvjec of tha work 
•kj do v/ith rrgulatsd c.vr.parl ts , wst of the. fir.-aa ar«» 
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given, I think, once a year my boss, Mr. Zinder, gives 
the firms, I think, a recap of each of our fees. I might 
add that I personally am not party to that list that is 
sent to the clients and I could not tell you'what any one 
member of my firm is billed at to any one client or group 
of clients. 

Q So your firm's fees in this case hasn't yet been 
determined? 

A I don't think all the billing is in. The fee 

per hour, I think, has been determined and they have 
been informed, I am assuming a lot here when I say that, 
but I am quite sure — I worked on this job as-f&r*er as last 
October and we don't usually let our bills accumulate. 

I am sure that we sent Cities a bill for all my work in 
October and November and December of last year, ana probably 
f or — probably for June of this year a bill may have gone 

out, yes, sir. 

Q But your total fee, the bottom line, shall we 
say, hasn’t yet be^-n determined, is that correct? 

* Total bills have not been determined, that's 
right. 

MR. MURPHY: All right, no further questions. 
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REDZXKCT EXAMINATION 


BY MR. GJkSZY t 

Q Mr. Field, I only hers s oowple of questions 
on redirect. I would like you to read footnote • 
of Judge Mansfield's opinion which for purposes of the 
record and easy reference I will state is reported at 


316 red. Sup 


at page 70. 


A Cut loud? 

Q No, just to yourself. 

A Yea, sir. 

Q I will ask you if that comports with your under¬ 
standing of the effect of a cumulative dividend provision? 

A Yes, sir, I read this befors and it seemed to 
bo consistent with what was my understanding and what 
souths to be the typical statement I would find in most 
textbooks on finance. 

And you would note that in this footnote there 
is reference to the qualification that, "Unless the 
dividends have been withheld in bad faith —" do 


2:i i; 

I! 


you see that? 

A Yhs, sir. 

0 And thoro Imn boon import in nonve of the questions 
on cror-.s-oxanlnation that dividends wero needlessly 
and dollooratuly withhold. I r.uk you whether in your 
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very extensive study to whioh you rsfsrrsd in connection 
with ths last qusstion on cross-examination, you found 
any svidanos of bad faith on tha part of management 
in withholding dividends? 

A No, sir, Z have not in tha prasant case. 

After ay analysis, I would have bean vary consemsd if 
someone was acting in good faith, if they just were 

seemingly ignoring ths indicators of the problem of the 

company, if they want out just purposely and deliberately 
paid all the arrearages and continuation of all current 
dividends. 

Q Now, I would ask you to refer to schedule 9 of 
your report, Plaintiff's Exhibit 1. 

A Schedule 9 or page 9? 

Q Schedule 9, please. 

I would like to aok you whether the use of 
the measure of after tax interest coverage, which is the 
import of schedule 9 is common in financial analysis? 

A Y*'s, sir, it is. Especially whore on© is 
trying to dntemirw* the adequacies of a level oj! earnings, 

And especially if ho is trying to determine the adequacies 
Troti tho viewpoint of the ©aulty holders of the cornsny, 

I'.n.l I !mv ! .i few rxowp^eflt "Tho Statistics of j rivately Ownc 
Electric Utilitic j In ths United Ftates.," publication 
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2 

1970, by the Federal Fewer nr— lesion, devotee et pages 


3 

7(8 and thereon for about • or 10 pages, the calculation 


") 4 

for literally hundreds of oowpanies, electric companies. 


5 

it has tlaas tines interest earned and it shows 


*> 

which is sonatinas ooanonly done both the before tax 


'? 

and after tan. 


M 

The financial and operating — another publication 


i 

is the “Financial and Operating Analysis of Privately 


10 

Owned Electric Utilities in the United States, 19(1 


11 

through 1970." This is a publication by the Missouri 


12 

1 

Public Service Corals sion and this whole publication. 


13 

! 

each and every page, has a calculation contained on that 


14 

page, each and every page is a calculation of a tines 


15 

charges earned after tax. 


1<> 

Q now many pagee are in that publication? 


17 

1 

A 357 pages. The example of after tax interest 


IS 

coverago, but where they threw in coverage of other charges 


1 1 

I have already called attention to in the Appendix D 


2 

of the order approving simplification plan. 


*• * 

1 

Aloo, vro have what is called Fitch Investors Se.rvic 

a. 

O', j 

U+ t 

1 

Ire., u publication in October 1971, titled, “The Effects 


v> 




of Declining Covers j Rr cios in the Utility Industries," 


« i ! 

'd In oevoral tables at the booh of th.it they uhow an 


JT) 1 

investneit viewpoint Analysis of the gas pipelines, American I 


1 
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Telegraph and Telephone Company, and the independent 
telephone industry and one of the calculations they show 
there is coverage after federal income taxes, on a usage, 
a very practical usage that we see quite often 
and just as one example, I refer to the Federal Power 
Commission reports, volume 44, page 1556, which is opinion 
No. 589 in the matter of United Gas Pipeline Company, 
Docket No. RP 7013, at page 1556 of that citation, it 
makes a statement, a 7.7 — when I say it, the Federal 
Power Commission makes the statement, "A 7.78 per cent 
overall return which we grant herein would yield an after 
tax coverage of about 2.23 even on the basis of the 
capitalization and other factors implied by Mr. Davis." 

That's a common test that I have seen in many 
of the reported opinions dealing with a fair rate of 
return. As far as articles, there is an article appearing 
in May 11, 1972, public Utilities Fortnightly, an article 
by a very well known financial analyst and acquaintance, 
Mr. Fergus J. McDiarmid, wherein his analysis there of 
studying coverages is isolated to aftor interest earned 
and especially page 22 of that publication shows his usage 
of those coverages. 

This is kind of the top of the iceberg that 
I pullod together but Moody'6 public Utility Manual, 
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Moody's Industrial Manual, many of the services that we 
use, and many of the financial analyses that we come 
across continuously in our business do calculate on 
an after tax basis. This doesn't mean solely on an after 
tax basis. It is one of the ways of looking at it, 
different analyst will make minor Adjustments but this 
is a very commonly done thing. 

MR. CASEY: Your Honor, may I have just one 
moment, please. 

THE COURT: Yes. 

(Pause.) 

MR. CASEY: I have no further questions, your 

nonor. 


THE COURT: You are 
(Witness excused.) 
THE COURT: We will 
(Whereupon, a short 


excused, I think. 

take a short recess 
recess was taken.) 
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HR. CASEYt Your Honor, I would like to call 
to the stand tha witness William Gill. 

WILLIAM A. GILL, called aft a witness 

by the plaintiff, being first duly sworn, testified 
as followsi 
DIRECT EXAMINATION 
BY MR. CASEY: 

q Mr. Gill, I hand you a document, which I will 
«.k th. clerk to Identify as Plaintiffs Exhibit 4. 

(Plaintiff's Exhibit 4 was marked for 
identification.) 

q I ask you if you will describe that document. 

A This is a statement of my qualifications and 

experience and oducational background. 

q Did you prepare this document, Mr. Gill? 

A Yesj I did. ' 

MR. CASEY: Your Honor, I offer this in evidence 

as Plaintiff's Exhibit No. 4. 

MR. MURTHY: No objection. 

(Plaintiff's Exhibit 4'for identification 
received in evidence.) 

q Mr. Gill, were you asked to make a study to 
determine the effect on the financial condition of 


SOUTHERN 01 ST RIC I COURT REPORTERS. U.S. COURTHOUSE 
EOLCT SQUARE. NEW YORK. N.Y. CO T-«StO 







A 374 1 

p S 2 • oill-<llr«ct • 

Cities Service Company of the issuance of 3 per cent 
debentures due 1977 for the outstanding preferred 

and preference stocks at May 27, 19477 ^ 

A Yesf, I have, and I*ve done so. 

q what analysts have you mad. to prepare your¬ 

self to reach an opinion on the financial lsipact on 
Cities Service? 

A I have made a atudy of the history of Cities 

Service. I have reviewed the plan of simplifeation, 

. .. . a.v._ _ aaG I have reviewed the balance 

the SEC findings in the case. 

sheets of the company, both parent company and consolid¬ 
ated, and I have made some comparisons with oil company 

ratios, balance sheet ratios. 

q What was the nature of Cities Service*. 

business in May 1947 when the exchange took place? 

A cities Service Company was a holding company 
with subsidiary companies in the oil, ga» — natural gas 
business, a. well a, two principal electric utilities that 

had not yet been divested. 

in the 12 months ended October 31, 1946, approx- 

imately 70 per cent of their revenue, came from the oil 
business. 

Q what did you do In analysing the terms of the 
securities Involved In the exchange? 
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x I reviewed th. term. Of the ..ouritl.. «nd, 
incidentally* Mr- Ca..y, on peg. « th«. 1. a typo¬ 
graphic.! orror of * *» ,hareB 

of th. .ix-dollar oumul.tlv. pr.f.rred at. 1 .* 00 ,000. 

The on. million w.. in.dv.rt.ntly 1.** out. 

Q you «. r.f.rring to p.ge 4, -hlch 1. Plaintiff. 

Exhibit 2 in evidence? 

A Vee. 

THE COURT: It hae been corrected. 

X (Continuing) 1 reviewed th. term, of the 

preferred .toot, and pr.f.renc. .tocK. in thl. ca.o a. to 
their call price. .. to th.ir dividend and voting rights 
a. wall a. to th. fact that th.r. »« really no restric¬ 
tion on th. company Issuing debt or .toots equal to the 
securities or better, having a prior claim to the asset, 

of the company. 

I then reviewed th. 3 per cent debenture, and 
specifically the covenant, contained In th. indenture 
which provided that th. Cltle. could not mortgage or 
Pledge any of It. portfolio securities without securing 
the new debenture, to be issued ratably with tne addi¬ 
tional debt, to the fact that Cities would not create ary 
or assume any funded Indebtedne.s or permit any wholly- , 
owned subsidiary to ...uno any funded Inlabtcdness unless 
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2 

it «.t certain esrnlng. qualification., and alao to th. 


3 

fact that under the debenture* Citie* could not p*Y 

' 

4 

caah dividend, to it. comoon .tock .xciptoutof .anting. 


5 

subsequent to the year 1946. 


6 

It appeared to me that Citie. had — i. limited 


7 

by the debenture, and th. restriction, on thi. w»r. for 


8 

th. benefit of the inve.tor. and not for th. corporat. 


9 

•ntity. Therefor., th. exchange had converted .tock- 


10 

holders* equity into a debt liability. 


U 

q What impact would that have, the conversion 


12 

of equity into a debt? 


13 

A Well, now, they were unconditionally libel 


14 

for the debt and the int.re.t on the debt, aa 1 think he. 


15 

been brought out pr.vlou.ly here, where., prior to thi. 


16 

time they had a conditional liability of pr.f.rr.d 


17 

dividends. They had bound themselves much nor. tightly 


18 

under the term, of th... debenture, than they had under 


19 

the preferred stock that was outstanding. 


20 

q could you tell- u. what thi. exchange did to th. 


21 

financial situation of Clti.s Servlc. Company? 


22 

A Y.s. m order to understand what it did to 


23 

th. financial condition of Citi.» Servlc., I looked at 


24 

th. balance .he.t of the parent company and th. con - 


25 

solidated company. I look* at th. parent company on 

1 
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th. ba.l. Of tlui actual OoioSarSEriMr balance .hoot 
published in their plan ©fela*lificatien, both actus \ 

and pro forme, to no what tho offoot of tho 

X tho bolonoo ohoot of tho poront 

company, tho ooditod bolonoo ohoot oo of Docoobor 31, 1944 
and 1947, and X examined tho ooooolldotod bolanco .hoot 
a. of tho yoar and. Tho.o aro ooditod balance ahoota, 
audited by Put, Marwiok i Mitchell, oo tho.o aro n.aro.t 
in time to tho plan of a implication and after tho 
simplification in term, of audited statements. 

Looking firat at tho parent oempany actual 
varan* pro forma, which I have indicated aa Exhibit 
No. 1 of my total exhibit, wo eee tho actual at October 
31at net current a.sete of $74 million or 23.6 par cent 

of tho total aaeatat lnvoatnanta and advanoaa uara $ 236,887,0c 
or 75.3 per cent of the total not aaaota, and you had total 

not assets of $314,394,000. 

The investment at that time coneiatod of 5 per 
cant debenture, in the total amount of $100,408,000 or 
31.9 per cont of tho total investment. 

Tho proferred and preference stocks, 

I 550,690,000, or 18.7 i»or cat of th. total lnvo.tn.nt. 

Your reaerve for undeclared cumulative dividends, 

$19,061,000 or 6.3 por cent of actual investment, and 
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leveraged by 30 pear cent fir atotaTcfipitallJattd 

'.v^JLejv 
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V« also looked at certain ratioa^. baliiwe iheet 


picture. 


ratios that are of interest when comparing the balance 
sheet, to see - or a statement of financial condition 
to see whether it is Improving or not improving. 

The first is the debt as a per cent of the per cent of 
etock investment, Which was 47 per cent actual and 

increased to 162.7 per cent. 

The net current assets as a per cent of debt, 

measure of liquidity, naally, were 73.8 per cent in the 

actual figures and dropped to 19 per cent. 

Your total net assets to debt, which is called 

your asset coverage, was 3.1 times actual, and after 

the plan it was 1.6 times. 

Your current ratio, which is your current 

liquidity ratio was six times — this is your current 
assets to your current liabilities — six times actual and 

three and a half times pro forma. 

The conclusion you can reach from this first 
analysis of the actual versus pro forma is that the 
financial condition was not improved by the plan of 
simplification. The company became much more highly 
debt leveraged, and the asset protection declined relative 
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to the outsta n di ng debt. 

My next analysis 
q Before you leave Exhibit 1 

X Certainly. 

Q — could you tell us whether the pro forma 
ratio, were in fact a derogation from the company*. 

financial position before the plan? 

X Well# I think that’s right# yes. 

Q Then whet did you do In your etudy of the 

project? 

• a I next went to the comparative parent company 

balance sheet a. of the year end December 31, 1»«« end 

the year end December 31, 1»«7. 1 “ W b * fota ' 

these are the close.t in time to the plan of simplifica¬ 
tion and reflect primarily the effect of that plan of 
simplification on these statements of financial condi- 


tion. 


Xs of tho end of 1946, your net current assets 
were $84,932,000 or 26.6 per cent of your total net 
assets. One year later, this had declined by 

$43,914,000 to $41,018,000 or 14.4'per cent of your total 

net assets. 

your Investments and advances had Increased 
by about $6,169,000 to $237,073,000 In the year and 
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represented 83.2 ptr cent of the total Mt aasats f whereas 
tha year bafora tuoy had represented 72.4 par oant. 

Total net aasats had daolined by-$14,362,000 
to $284,799,000. Tour invests**** which at tha and 
of 1946 consisted of $100,488,000 of debentures? prafarrad 
and praferance stocks, $58,690,000 t reserve for unde¬ 
clared cumulative dividends, $19,661,000, and conaon 
stock equity of $140,332,000. 

This capital structure is represented 31.5 per 
cent by debt, 24.3 per cent by prafarrad and preference 
stock and the reserve for tha cumulative dividends, and 
44 per cent common stock. 

One year later, the del>entures totaled 
$172,157,000 or $71,669,000 more than tha year earlier, 
and, more importantly, I think, it represented 60.4 per 

cent of the total investment. 

Meanwhile, tha common stock equity had declined 
from $140,322,000 to $112, 642,000 or 39.6 per cent of 
the total investment* So thero was decline in the 
common equity of some $27,680,000* 

Again, looking at the ratios, your debt as 
a p<#r cent of stock investment, which was 46 per cent at 
the end of 1946, was 152.8 per cent at the end of 1947. 
Your not current assets as a per cent of debt, 84.5 per 
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c«nt at tha end of 1946; 23.3 per cent at tha and of 

T. 

»•* «.•* 

1947. 

Tour total not asaata to dabt. ybwr-coverage, 
3.2 times, declined to 1.7 tiaaa. 

Tha currant ratio, 6.1 tiaaa, daclinad to 3.3 

tinea. 


So I conclude that the financial condition was 
not aa strong at tha and of 1947 aa it was at tha and 
of 1946, primarily due to tha inclusion of almost 
$72 million more of debentures in tha picture. 


Q 

A 

Q 


Waa 1947 a profitable year for tha company? 
Yea; it waa. 

Could you tall us, Mr. Gill, the import of 


Exhibit No. 3? 


A Yea. achlbit No. 3 presents the Cities 
Service Company comparative consolidated balance sheet. 
This is the oompany with all its subsidiaries con¬ 
solidated . 


In this case you will see that the total net 
assets increased from $770, 539,000 to $787,407,000, a 
slight increase, of about $16,368,000. I say, "slight" 
In relative numbers to this size of corporation. 

Tour propeertjr eeooaat* net of depreciation. 


increased jome $58,028,000, representing 77-1/2 per cent 

‘•W 
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of total net assets, the 1947 year end, compared to 
representing U<6 \ the year end preceding. 

Going back to the net current assets, they 
declined soma $41,472,000 fro* $175,542,000 at the end of 
1946, to $134,090,000 at the end of 1947. 


assets: 


The relative importance in the total net 


They were 22.8 per cent in 1944 compared to 


17.3 per cent at the end of 1947. 

Going down to the capitalisation or the invest¬ 
ment, the long-tern debt at the end of 1946 was 
$390,113,000, which represented 50.4 per cent of the total 
capitalization. 

One year later, this had increased by 
$97,131,000 to a figure of $487,244,000 and btecame 
61.9 p*ir cent of your total investment. 

The preferred and preference stocks, both of 
the subsidiary companies and the parent company, declined 
from $127,542,000 or 16.5 per cent of the capitalization 
to $41,974,000 or 5.7 per cent of the total capitalisation. 

The common equity, total conmon equity at 
the end of 1946 was $222,390,000, 28.9 per cent of the 
capitalization, at the end of 1947 was $223,682,000 or 
23.4 per cent of the total capitalization. 
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Again, If w« look at: the 

debt as a par cent of stock investment, it 

l. •<>**>* 

cent at the beginning of 1947. It-was JLA.23 

at the end of 1947. 

Tour net current assets as a per cent of debt 
45 per cent at the end of 1946, had dropped to 27.5 per 
cent the end of 1947. 

Your total net assets to debt, two times the 
end of 1946, declined to 1.6 times, while your current 
ratio, 3.1 times the end of 1946, declined to 2.3 times 
the end of 1947. 

Again, the conclusion is that the financial 
condition of the company was less favorable at the 1947 
year end than it had been at the preceding year end. 

THE COURT: We will take a brief recess. 
(Recess, during which another matter was 
heard.) 

BY MR. CASEY: 

Q I believe we had, Mr. Gill, concluded your 
statement with respect to your Exhibit No. 3. 

A Ho. 3. 

Q Is that right? 

A Yes. 

Q I will now Invite your attention to Exhibit 

■hi i iibwi munii i 
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No. 4 and ask y«u to stato tha raaaon for tha comparison 
to tha tan oil oonpaniaa which la reflected on that 
exhibit. - 

A Yas. Z will try to explain. 

Tha Securities « Exchange Coomission found that 
in the 12 months ended Ootobar 31, 1944, approximately 
70 per cent of Cities' consolidated gross revenues were 
derived from the operations of its oil business, and, 
further, we knew that most of its utility properties 
were to be divested in the near future. Therefore, I 
believed it was appropriate to make some comparisons of 
Cities Service's financial condition with those of ten 
oil companies. 

The ten oil companies were listed, and we made 
comparisons of their long-term debt to the capital stock 
and surplus of these companies aa well as the working 
capital to the debt, and in Exhibit No. 4 I have set 
forth the names of ths tsn oil companies, ths amount of 
long torin debt outstanding at the end of 1946 and again 
at the ond of 1 947, as well as capital stock and surplus 

f 

of those companies and the net working capital, which is 
the net ansets less the — current assets less the current 
debt liabilities, and worked out the ratios of debt to 
stock and working capital to debt. 
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You will see for the tea osa^anies on average 
they had a relationship of 23.6 per cent debt to stock, 
whereat Citiea Service had a ratio of 102.5 per cent at 
the ervl of 1946. 

The oil companies, realising that the risk in 
the business was greater than the utility business, 
finance to a much lesser extent wlth\ debt than they do 
with equities. 

Now, when it cones to working capital to debt, 
we have a relationship at the end of 1946 of 175.1 per 
cent, the average of these ten companies, compared to 
Cities Service with only 45 per cent. Again, the ratio 
of these companies ranges from about 101 per cent of 
working capital to debt all the way to 524.7 per cent 
working capital to debt. 

Now, at the end, one year later, where we have 
already seen from our examination of the prior three 
exhibits that the Cities Service ratios had declined or 
worsened, if you will, we will take a look at the com- 
pariuon to the oil companies. 

/ 

Here, your debt to stock ratio on average for 
th.j companies was 22.4 per cent cr just about 1 per cent 
less than it had been the year earlier, which is favor¬ 
able because it shows a lessening debt to total capital 
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structure, whereas Cttiee Serrlns had gone f*o» 102iS~” 

■» ^ 

per cent to 142.3 per cent, primarily aa a result of the 
issuance of debentures for preferred stock. - ^ 

The working ^agiUl debt had an average 
ratio of 230.4 per cent, whereas Cities Berries had 
declined froa 45 per cent to 27.5 per cent. 

So I concluded here that Cities Berrios, which 
was now in a business th^ carried a greater risk than 
previously when they were in the utility and oil business, 
had ratios that became less farorebls at the end of 
1947 than they were at the end of 1544, and aren at tha 
end of 1946 they were not favorable, oenpared to other 

oil companies. 

Q Mr. <3111, I note that Tidewater Associated 
il Company, with a working oapital-to-debt ratio of 
524.7, increased to 882.8 in 1947,a»d it seems that in 

both those years this was higher by far. 

Did you make any cor^arieone excluding Tide- 

wator from your analysis? 

\ Well, wa can work cwt-the ratio without it. 

AS a natter of fact, at the end of 1947, if you exclude 
Tidovater and use nine companies, your ratio is about 
150 por cent for the nins companies, slightly lass than 
it was for the - well, 1 didn’t take it out for the ymer 

-.•ilk. 
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before, but it cun be don*. X don't 
I would have to go book to th* work P*P**s 
would still b* fur, f»r greater them it 
Citiss Service Company. 
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q now, haring and* the comparisons noted on nil 
of the schedules of your report* Plaintiff*# Exhibit 
No. 2, could you state whnt your overall opinion is with 
respect to the inpaot on Cities Service Ccmpiuy of th* 
exchange of debentures for preferred end preference 

shares? '■■■ 

A Yes. Based on the st*4jf of th* financial 

statements which I have made, X concluded that the issu¬ 
ance of the debentures, 1 p«rcent debentures, for the 
preferred and preference etook and th* retirement of a 
portion of the 5 per cent debentures outstanding under 
the plan of simplification did not inprowsth* financial 
condition of Cities Service at May 27, 1947. The conpany 
became highly debt leveraged at a time when the dependency 
on revenues from the oil businaaa was greater than in the 
pant and was the principal source of Its earnings. 

r 

cltl.a* capital .troctur. ... unlike that of 
th.» oil conpanlo., which found th. rl.k not aultabl. for 


heavy debt financing, but Instead of a reduction In debt 
operations tho plan of .impUfioatlon Imposed a gr.at.r 



ft 289' 


psl7 


Gill-direct 


debt burden on the company and thua, I believa. a greater 
amount of risk for the company, and therefore I concluded 
that It was not favorable, the financial condition had 


not improved for the company# 

q Had it deteriorated? 


It was not' a favorable 


A From all facte that I see here, it had deterior¬ 


ated, ye e. 


MR. CASEY: Your witness. 


CROSS EXAMINATION 
BY MR. WILSON: 

q Mr. Gill, my name is Samuel Wilson. I am 

Assistant United States Attorney, and I represent the 

defendant in this action. 

Mr. Gill, you were asked by Cities Service 

to prepare an opinion on the plan of exchange involved 
here. 

A As the effect on the financial condition, 

yes. 

q Have you read Judge Mansfield's decision in 

preparing your opinion? __ 

A Yes; I have. 

q Have you read the SEC's decision, which 

involved the plan of amplification promulgated in April 

of 1947? 
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stocks were brought up 


terms of the comulative preferred, 
couldn’t until the preferred got their 


Under 


no. IJam sure they 
dividends, the cumulative dividends. 

Q Mr. Gill, I refer to page 7 of your report, 

Plaintiff’s Exhibit 2, and I read from the second para¬ 
graph from the bottom! 

"Prior to the exchange there was only a 

conditional obligation to pay dividend, on the 

preferred and preference shares." 

What do you mean by a conditional obligation? 

A This was not an obligation that was mandatory 

upon the director, of Citle. Service but only an obligation 

to pay dividend, vnen, a. and if they ..w fit and if the 

financial condition in their opinion permitted th. payment 

Mnf interest, that has to bo 


Cities Service 


And what was 


there were arrears on 


common 


25 


stock? 




fr 131 


Oil1-cross 207 

X Zf you are about dividend, jcnx cash 

dividend yield, if there wee no oaah dividend, there was 
no yiald. Comod stocks don** oftan aall ootplataly 
on a dividand yiald basis. 

q Tot how many yaars prior to tha affactive data 
of this plan had Citias Barrios ooasion stook goas without 
dividands? 

X I can't answar you axactly, but if thay hadn t 
paid tha dividands on tha cvsoulatiua prafarrad since 1932, 
1 ua sura that tha cannon stock did not gat any dividends 

in those yaars, cash dividends. 

q what was tha level of our rant assets of Citias 

Servic. Company in 1946, October 31, 1946? I think you 

can find that in your Exhibit 1. 

A Yes. $74,122,000. 

q That figure represents net currant assets; is 


It 


that correct? 

A That's your current assets lass your currant 
liabilities? yes, sir. 

q Do you know how much of that was in cash and 
Government securities? 

A Woll, we could look at tha — at the plan of 
simplification. I think that says cash and Government 
securities — the actual October 31, 1946 cash in banks 



mps 
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and on hand was $85,755,000, in round figures. 

.• * I • • 

0 I am sorry. Could you repeat that number? 

• » 

A The balance sheet , the actual-boAh in banks 


and on hand, $85,755,820. 


Q As of what date is that? 

- 

I 

A October 31, 1946. 1 thought that was the date . 


you asked roe about. 

Q I ask you to look at Appendix B of the 
Securities ft Exchange Commission decision in this matter, 
on page 605 of the SEC reports, and I point out the entry 
for current assets, cash and other Government securities 
and ask you to read the number. 

A $88,780,821. The difference is, I gave you 
the cash in banks and on hand, and I didn't add the 
securities, which are separate in the plan of simplifica¬ 
tion, but the two of them total that. 

Q And what was Cities Service's earned surplus 

on October 31, 1946? 

A $69,262,000. 


Q You analyzed the corporate balance sheets of 

9 

Cities Service in preparing your opinion; is that 
correct? 

A Yes, sir. 

What does the term "reserve" mean to you as. it 


Q 
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A It depends on what-the reserve indicates, what 

. . *• — 

further title is given to the reserve. * -eiV 

,. 4 . 

q Well, first I would like to know generally 

what a reserve in accounting parlance means. 

A X reserve is a setting aside of some amount on 

the balance sheet, indicating that it is going to be used 
for such a purpose and no other purpose. It is an 
indication that quite often they set aside from surplus 
reserve so that the — this amount will not be considered 
by the investors or the public as available for any other 


purpose. 

q Does one set aside reserves for predictable 

contingencies? 

A It can **” it can be done, yes. 

q Referring to Exhibit 1 of your report, am I 

correct that that represents a comparison of Cities 
Service Company's actual balance sheet and pro forma 

balance sheet as of October 31, 1946? 

A Yes, as presented by Cities Service in their 

9 

plan of simplification of November 20th. 

q And do you know what assumptions were made in 
preparing the pro forma section of that balance sheet? 
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a 


Gill-cross 

Could you outline those to us? 1 


It. Z9£ 


v_ 


. i 

A In the plan of simplification, they intended 

t . 

to pay off some $40 million, in round figures, of th e 

5 per cent debentures out of the cash. They intended 

to Issue debentures of $108,362,000 in exchange for the 
preferred and preference shares. That was the principal 
changes in the pro forma balance sheet. 

Q And you have taken this balance sheet from what 
source, as appears in Exhibit 1? 

A Prom the plan, Cities Services plan of simpli¬ 
fication of corporate structure. 

Q As filed with the SEC? 

A Yes. 

Q Is it fair to state that your conclusion, at 
least in part, has been that Cities Service had incurred 
a much higher level of debt as a result wjf this change? 


It definitely had Incurred a higher level of 


debt. 


mwtnmn ot*rntcf count nci 





WILSON* 


MU. from the question of M*. —* oth ~ 

. affecting Citle. Service Corporation. al^V°» 

account in preparing your opinion?^-- 
I „s .shed to study the effect on the financla! 
, ^ x studied .XX the factor, that I thought 
Bsary. including the history of Cities Service. 

ad become, how it measured up to other copies 

• ,_ .lrflHdv aone through 


concerned. 

' i considered ail these factors from the vlewp. 

Of What a well Informed Investor or fi—ial analyst 

at tho time would see or conclude. 

a Other than what appear, on th. balance sheet 

. . n y0 u take Into account any othei 

of the corporation, cla y 

consideration*? 

A well. 1 considered th. - I thin* 1 have tee 
y considered the term, of the securities being issued 
.. compared to th. securities that were outstanding. 

and such factor, a. 1 considered importer. 

0 What value in your analysis did you give to 
. . . _ a ah. n referred stockholders 


UJ-COO«’W 

coj.ama 
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t 

which « 

ere acquired bp Cities Berrios is the exchange? 

• 9^3 

■ 



3 

A 

I onesidered the wtiaf rights and fail that 



o 

4 

*. • 

the preferred rtock had a vokiftf power la hotel of 




5 

about o 

ce-third that of tha voting poser of the oohboq 




6 

\ 

•took. 

«ie oeeeoa stoek was entitled to. as X recall. 




7 

one-half a vote per share, where as peer preferred and 

• 



8 

prefers 

mom SB, your M preference, wee entitled to oao 

- • H' V | ^ 

r share and poor jjiftflr Haag »_*> east was entitled 


, 


j 9 

vote pe 



, 

10 

to one-teeth of a vote per ahne. 
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*vjV 

The preferred stock seeld set outvote tbs 


I 


12 

osMoa 

stock * • • ;-»V . 

** v . . 



t. 

13 

Q 

That is not ay question. 

* • s v ia 


* 

, 
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My question is, did you consider that — 




15 

A 

Tee. 




16 

Q 

— in your analysis, and what weight did you 




17 

give to 

the question of the veto that was givea up by 




18 

the preferred stoekhelders sad acquired bp Cities Berrios 




19 

Company 

e 




20 

A 

I gave it such weight es it deserved. 


l' 


21 

Q 

And whet weight did you. think it deserved? 



o 

22 

A 

I think I just explained that to you. 


$ 


23 

Q 

Did you put s dollar figure on the value? 



• 

24 

A 

No. 

• 
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0 

Do you know hr. widely $4*W*eed the preferred 

i 

i 

« 
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stock was la tarns of owiinhlp? 

A Z don't know. 

0 Do fov know bow widely dispersed tbe-pesnon stock 
was in tarns of mstev of owners? 

A Z earn give you the n anb e r naybe, Z recall looking 

at it but Z can't give it to yoo offhand* Z'd haws to 
try looking it up. 

Q You testified that Exhibit 1 to your r eport, 
was taken from the Cities Service plan as filed on 
November 20, 1940* 

Z an reading fron the botton of that exhibit. 

Zs that correct? 

A Yes, sir. 

0 Was that plan aaended before it was approved 
by the SBC? 

A Yes, it was. 

Q And was that ananded by Cities Service Cospany? 

A Yes. 

0 What amendment* were nada in that plant 
A First of all amendneuts were to increase the 

r 

face amount of the debentures issued to the call price of 
these preferred and preference stocks, to not require a 
vote of the stockholders to approve the plan — Z an 
trying to think of anything else in there, but principally 


25 
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the court I I think they wore reduced to a term 


of 30 years? 

THE WITNESS: Yes, the term of the debentures 

** * . ' 1 

was reduced from 50 years to 30 years, 

q Was there any-commitment made by Cities Service ^ 

as to effect on other bond issues at that time? 

‘ A i don't think I understand your question. 
q I will rephrase the question. 

Did Cities Service make any commitment in its 
amended plan aa concerned any other outstanding bond, or 

any outstanding bonds at that time? 

A I think under the plan they agreed to redeem 
from the sale, subsequent sale of their utility properties, 
the 5 per cent debentures and such other amount as they 
may receive to reduce the outstanding amount of the new 

3 per cent debentures. 

q Was this devotion of proceeds of the utilities 
companies sales to be in addition to the purchases 
they were going to make under the original plan? The 
purchases of 5 per c«nt bonds outstanding is what I 

am referring to. ' 

A Y,». I am not .or. whether thl. w.. originally 

.rated under the original plan and revl.ed in the .ub.equent 

„ * • 

plan or it «• in both plan.. l am not quit, clear on that. 
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Q ns a result of the revised plan did Cities 
service make cosmltment to porch... 40 -ilUon dolUrs. 
approximately 40 million dollars, in 5 per cent gold bond, 
then outstanding of Cities Service Company and - well. 

answer that portion if yon will, please. 

A They made that provision In the original plan 

and x think it was reflected in the pro form, here, and 
x think it may have In the subsequent been revised also. 

Q Did they, as part of the revised plan, make a 
commitment to expend the proceed, of the sal. of certain 
named utilities to apply -se proceeds to the retirement 
of additional 5 per cent bonds outstanding in 1946? 

A Yes, I think I already said that. 
q And they then provided that if - here was any 
excess from the sal. of the utility companies over the 
proceeds necessary to entirely retire the fives, they 
would apply that to retire a portion of the new 1 per cent 

bonds, is that correct? 

A That's correct, contingent on receipt of sufficient 

funds to do so and at some future time. 

MR. WILSONt your Honor,, the amended plans to 

_ referring is Exhibit F to Government's 

which I have been rerernng 

Exhibit h that 1. m the motion papers. 

q DO you know What utility companies Cities had cose 

_' _ _„ ■■mm u»n caumrHM*'. 
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01X1 - cross 


itsslf to Mil u part of thl a plaaT 

a i bdim It wae the chin w>Wio •* rrto * a>"P“y 

'# * / 

and ths Toledo B dlso n Company. **--**.• 

o DO TOO know «•“* « 1 «* *“ P 1 *®* 4 up0 “ **“"• 
compsnims by thm 8BC» if My? 

A *,11, I think ttaHIChiJM. figure. In «**•> 
b»t I don't know if that*. thn WtC’n wnlnn or wlwther th«r 
accept*! .erne other expert, or the Odn*nnr'. Indication 


of what fclim value might be. 

Q Heading fro. page ill of the «C report. a. to 

the Cities Service Company matter i 

"Annexed hereto aa Appendices B and C are 

balanoe sheet. of Cltlea Service Corporation, oorpornte 
and conaolldated respectively aa at Ootober 31, 1»« P“ 
book, pro forma giving effect to the plan and pro feme 
adjusted to reflect the Ml. In pnrtinl conpUnno. with 
the outstanding dlveetnent orders of the Toledo rdleon 
Company, the Ohio Public Service Company. Spokane Oes «n» 
ruel Company, Federal tight .nd Traction Company, and thn 
Dolphin tight and Power Company hereinafter sometime, 
referred to aa the proportion da.tgn.Ud for lnmediata 
aale and the application of proceed, tharafrom aatlmstad 
by the company at as mi’-Ion dollar, to the ivtlremer.t 
of the remaining out.tandlng 3 par cent debenture. 
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aggregating 9S9.910.300 principal amount - «» 

of 25 million principal amount of 3 P« cent debentures 

due 1977." ---iV 

Did you consider that transaction as part of 

the amended plan in your calculations? 

A That transaction had not occurred as of the 

time that I reviewed the financial statements. 

The audited financial statements even six 
months later did not reflect that, this was a contingency 
to occur in the future and 1 am not sure how many years 
the future before it did occur and before this was, 

in fact, applied. 

q Again, I ask, did you consider that in your 

I calculations? j 

A Yes. 

Q What effect, what weight did you give to that 

factor in your calculations? 

A X think I tried to explain that to you, Mr. 

Wilson, before, that this was a plan, a contingency, 
provided they sold these properties in the future and 
at that time they would apply ->* excess a. was not 
needed to redeem the 5 per cent debenture.,- td, to 
redeem with the 3 per cent debentures. However, that 
had not occurred by the end of the following year. 
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AFTERNOON SESSION 


(2.10 p.m.) 


WILLIAM A* OIL L' , resumed^. 

CROSS EXAMINATION (Continued) 

BY MR. WILSON: 

q Mr. Gill, just to review for a moment, you 
testified this morning that you had examined the effect 

v • 

on the balance sheet of Cities Service Company of this 
plan of simplification; is that correct? 

A Yes. The financial condition of Cities 
Service es represented by their balance sheets. 

q And you expressed the opinion that the increase 

in debt which is reflected upon those balance sheets 
was a negative aspect to this plan so far as Cities 

• i 

Service was concerned) is that-:correct. 

A I think that you can characterize it as that, 

yes. 

q Did the plan as approved by the SEC require 
that Cities Service apply the proceeds of the sale of 
certain named utilities to the-retirement of debentures, 

9 •' * 

both 5 per cent and 3 per cent debentures? 

THE COURT: Doesn't the plan speak for itself? 
MR. WILSON: It does, your Honor. I'd like to 

call it to the witness' attention. 


buthci** minner catt * 
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o DO you Moll that tho plan called for th® 
application of certain utiUty company prooesds. «poo tho 
aalo of thoaa utilities, to tho debentures of Cities 
Sarvlco Company? 

A 1 think X already atoted that oarllor in ay 
testimony. 

q Do you recall what thaae utilltioo wore carried, 
at what value these utility oaapanioi wore carried on 

Citiea Service's hooka? 

A No, X don't Mall. 

q X show you Appendix F at page €14 of the SBC 
report of this caae, in tho SBC reports. X ask you what 
value wer© the eleotrlo companies carried upon Citiea 
Service's books? 

A The electric utility subsidiaries were — 
preferred stocks were carried at $137, 543,000, the common 
stocks, were carried at $35 million - exouae me, this 
ic — I thought it was in thousands of dollars. It's in 
dollars. So that number ehould_.be $157,545. Common 

stocks wore carried at $35,583,541. 

q Jaat ao there is no confusion, that is 
V 157#000 and sor>e-odd dollars for the preferred stock of 
tho utility companies listed on Appendix F and $35,583,000 


T NH IM'.? •'» 
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•Is Gill-cross 

for the common stocks of those same companies; is that 




8 


9 


10 


11 


12 


13 

‘ 

14 


15 


16 


17 


18 


19 



correct? 

X Yes. That is the investment at carrying 
values as of January 13 ( 1947. "-si-. 

0 Thank you. 

Do you recall what Cities Service Company 
expected to realise upon the sale of those same utility 
companies? 

A I think you read a figure this morning from the 
appendix of the SEC mentioning $85 million as a company 
figure. 

Q I show you page 577 of the SEC report and ask 
if the material thereon refreshes your recollection as 
to the company's projected receipt upon sale? 

J 

A Yes, it does. 

| 

Q What is that number? 

A $05 million. 

q Thank you. 

Mr. Gill, you analyzed the actual and pro forma 
balance sheets of Cities Service Company, on pages 8 and 9 
of your report; is that correct? 

A Yes. It runs over into 10, too, I gather, 

and 11. 

Q On page 9 you deal with ratios that you have 
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q And asset coverage had been changed by the plan? 


Q And it is your conclusion that these changes 
were as a result of the plan of simplification? 

A Principally as a result of the plan of simpli 


Q Had that plan of simplification called for 


the sale of certain utility companies? 


It was mentioned — I don't know whether it 


was mentioned in the plan of simplification or the SBC 


I think we have 


order; but it was to sell utilities 


mentioned that before 


Q Does the application of those proceeds or does 

* 

that sale in any way enter into the calculations that 

I 

you have made in any of your exhibits here? 

A That sale had not been made at the end of -- 


That is not my question 


I am saying , did the sale enter into any of 
your calculations that appear in connection with your 
report or in your report? 


c 


r 








5> 



X X don't know how elvt I can anmr that. _ __ 
If the sale hadn't taken place the figures aren't in ny 
report, as far as financial figures and the auditors. 
Peat, Marwick & Mitchell had not audited —'had audited 
these figures and had not put the Bale in there, becaus 


Q Did you state on page 2 of your report tnat 
in your opinion as to the effect on the financial condi¬ 
tion of Cities was reached after consideration after all 
the factors we believe would have been considered by 
a sophisticated informed investor or financial analyst 


at the time? 


THE COURT: At the time 


are reading from my document. 


think yo 


That is page 2 of your report I am reading 


q Did the sale of those utilities enter into 
calculations here in any way that is apparent in your 


report? 

A It entered into my conclusions the way any 
informed investor at the time would have thought about it, 
they said — when they sell thdee properties seme time in 
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apply it'.to the 3 par cast debentures* „ , ^§2 

~~«r , ■».-■. 

Thera va> no way an investor could gat. any money 


but of this until it waa done 


have broken that down into actual and pro forma of the 


parent company for October 31 , 1946; ia that correct? 


What does the pro forma figure or column repre 


sent? 


A Mr. Wilson, it repreaents what.Citiaa Service 
Company publiahed aa a plan of aimplifioation and ahowed 

I ' 

aa pro forma in that plan of simplification. 

Q Did Cities 'Service prepare any other estimates 

I 

that were available to you that would ahow the effect 


of the amended plan? 


I presume they prepared them and there are 


Did the SEC findings alsj contain an adjusted 


pro forma set of figures to reflect' the effect of the 
sale of these public utility companies? 


0 Have you used those figures in your calculations 
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in this report? 


1,.. i-H-v 


A No, siri X have not. 

. . . . 

Q Xn Exhibit 2 of your report, referring to the 

. * • * \ *• i ■ 

line where investments appears, entitled debentures, 
in 1946 you show $100,488,000; and in 194? you show 
$172,157,000; is that correct? 

. . N .... 

A Yes. 

Q What caused that change? 

A There are several things that caused the change. 

One is the — the principal cause is the 
plan of simplification issuing $115 million worth of 

3 per cent debentures. At the same time they retired 

/ • " 

some $40 million of the 5 per cent debentures. And that 

t 

is the principal. < 


There might heve been some sinking fund changes, 

I 

but they are rather minor in nature, X would think. 

I 

Q Under, X think it is the total under common 

i 

| 

stock equity, you shew in 1946, $140,322,000? 

I 

A Yes, sir J 

0 And in 1947 the corresponding figure is 

$112,642,000? 

A Yes. / 

Q What caused the reduction? 

A Hell, there was a recuotion in earned surplus 
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Aid this la an adjustment for again 
the issuance of the debentures* 

’* *' v •* <• 

Hhat contingency reserve was that? 


that is what it was 


•"titled, contingency reserve 
have on it. 


MR. WILSON* All right. 

Z withdraw that question 


******* 
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nr vol Wilson r -- - -- — — ’--—-- -. 

. • t -’-. Y - -V - 

Q We hm ma that tha utility.companiesvara 
▼■load by man a gem ent according to tha SBC^p. report 
at 85 ail l i on dollars,, is that correct? 

• . :t~ 

- • * * V / — 

A That’s what that states in that SEC finding. 

**» ,* . *i. *. * 

Q And tha boos value as shown in that sane SEC 
finding which I have just shown you was approximately 

9 • f ' 

35 — 

a . « 

A 35 or 36 million Z think you said. 

i 

0 Approximate l y $35>500,000* So that according 

to m a n a g em e nt’s estimates, vlr&re the book values of 

* $ 

those companies below the market values? . 

\ ■ 1 . 

A They are below what the company estimated 
t ey could get on a sale, Z guess. 

. . - 

Q Did you examine Cities Service *u record or make 
any analysis to determine whether other properties 

J 

of Cities Service were similarly under-valued, on the 

books of the company, that is? 

• - -• L 

A Z don't know how you could make that analysis 
at this time, Mr. Wilson. - 

Q Did you do it? ^ 

A Mo. 

THE COURT i Is "under-valued” the right term? 
The fact that something might be above oost would not 
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necessarily be tbs cost of an* under**-valua tion. "xSfe- _ 

_ ' ^ 

MR* WILSON r X. would' say theySrare carried on 

tha books and valued below what, management believed 
the market value to be, ia that correct? 

v. V 

A They were carried on the books in accordance 
with probably good accounting practice which says you 
put them on the hooka at coat. 

Q But that value was below what management, as that 
opinion is presented in the SEC report, believed market 
value to be for those same properties? 

A Carrying a value of 35 million is certainly 
below an estimate of future sale estimated at 85 million. 

Q What would have been the effect upon your 
calculations of each of the ratios •* .erein you include 
debt, and there have been several of them that we have 
mentioned, upon consummation of this plan as projected 
by management of Cities Service Company in 1946 — 

I am sorry, 1947? 

I 

A I don’t know if you can make that calculation 
without knowing when the date of sale would be. 

Q Did management make that calculation — 

A I don’t know if management — 

Q — and present it to the SEC? 

A I obn’t know who made the calculation, whether 
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A There is an adjusted pro forma, assuming that 
certain monies would be received in the future, yes. 


Q Z show you the SBC report in this Cities Service 
reorganization, page 605, and call your attention — 


that's Appendix B — to the column entitled "Pro Forma 


Adjusted 


with a footnote B Z believe that is — I 


do agree it is a little difficult to read the B but I 


would ask you to read here and satisfy yourself as to 
whather or not that column represents an adjusted to reflect 
the sale of the utility companies and the application 
of the proceeds of that sale? 


A Yes, I can read it if you would like 


Q Is that what that column represents? 


A That's what that column represents, I would say. 

I 

Q Referring to your Exhibit 1, the total debentures 


under "Actual” and "Pro Forma" are indicated at one hundred 


million, four hundred odd thousand agtual and one hundred 
sixty eight million approximately three hundred thousand 
pro forma forgiving effect to the plan, is that correct? 

A Yes, the original plan before amended, that is. 
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0 Did vbm t_ji . • 

. . q ... _ ^ 0 “ i« r«r report the.effi«t .. .. 

Of th. anendcd plan or affoct of the a£»ded plan 011 
that figure, or either of those figures* 

* mi. the affact — I think i: itit. in ^ 
report that it i, increased by T .Ulion doii.r. i„ , h . 

a ‘ •* * **^ 

text, in the amended plan. 

• > ' •.V < ' 

'■ - •••:**« .j. 

Q And that »•» to .110. for .hat chan,, between 
the amended and the original? 

. * . n \ 

A lt t0 , llw f0 the C111 prtcs rtth#r 

than the stated rain, of th. preference atoeka. 

• ■» < 

9 : I show you Appendix B of th. SEC report at 

page *06 .„d refer you to th. line entitled, -Total Long 
Term Debt. M 

I * * 

Would that be equivalent to your total debenture. 


on your Exhibit 1 in t.^n, of th. nearm, of that line 
as opposed to the numb< rs? 

I 

A 1 don't understand your question because they 

sr. .11 debenture, and it is total long tar. debt. It is 
the same amount. ' 

9 Was there any oth.r long ter. debt involved 
in this corporation that « .re of her. that 

appears on these statementsT 

* Not in the parent company, 

9 then a. I correct that total long tan 












debt on the Appendix B of th e 3EC de cision appearing on 
page 606 corresponds to total debentures^ under ’’Actual, 
In your Exhibit IT ' 


And the nunbers correspond? 


Q Right. And if we allow for the adjustment 
for the additional call premium, adding approximately 
six million eight hundred thousand or six million and some 
odd, to your pro forma figure on total debentures, your 
Exhibit 1, we would come up with the same figure the 
SEC has, for total long term debt of 175 million, is that 


Q Under the plan of simplification, what type 
of an obligation did Cities Service exchange for its 
preferred stock, is its debt, equity? 


Q And under the plan of simplification for 
Cities Service to retire certain 5 per cent debentures 
MR. CASEY: Your Honor -r 
THE COURT: I think we are throwing around 
some words here, retiring and obligations and things of 
that nature. I didn't know that this was a retirement. 
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Gill - crow 
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o no rf Vi«i _ *- v.i 

"Gill - cross _ *3* ; 

These are misleading words in the record. : ~ 

MR. WILSON: I will rephrase the question. 

Q Under the plan of simplification r did rities 
Service Company agree to pay off certain T^er cent 
debentures in cashT 

A Yes. - V. - 

*i . * ’ • ■. * f .V i 

Q Did they also agree that the remainder of those 

* v ? 

S per cent debentures not paid off by cash would be paid 
off by a subsequent transaction or as a result of a 
subsequent transaction? 

A They did, with no time on when the transactions 
would take place. 

Q Assuming for the moment that that transaction 
had occurred as projected by management at the time 
and by the SEC, what would have been the effect on Cities 
Service Company's overall debt position? 

A Well, if they had sold it, and lived up to 
this, they would have reduced the debt by whatever 
amount they got on the rale. 

Q I quote from your page 14 of your report 
and ask whether you wrote this statement: 

"Instead of a reduction in the debt obligations, 
the plan of simplification imposed a greater debt burden 
on the company and therefore a greater element of 
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Did you write that, Mr. Gill? 

A Yes. /V P' ■**' 

\ - w## 4 * . «* • * 

Q Referring once again, that is^Tor the first 
ti»e, to Exhibit 4 of your report, what is the purpose 
of this exhibit? 

* A* I stated ay report, on direct testimony, 
the purpose was to comep.re Cities Service's financial 
ratios with those of ten oil companies, principally . 
because Cities Service, a, w. have seen, h .d 70 per cent 

of its revenues in the year ended October 31 , 1946 , from 
oil business, 

Q Did you analyze what per cent of their capital 
was invested in the oil business? 

a 

A No, sir. 

Q Have you made a comparison between or among 
Cities Service and a number of oil companies to compare 
certain ratios in order to draw conclusions to Cities’ 
position, is that correct? 

A Yes, I did, with the «« 

Q Wilt ratios did you use? 

/ 

* Well, as 1 stated on Exhibit No. 4 your debt 
to your stock, and the working capital of the debt. 

9 I believe you testified on direct, and your 
exhibit de.on.tr.te., that oil co.p«l., h.d a low.r 
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percentage of debt In their makeup,or in their ratios 
than did Cities Service, is that correct? ' 

A Yes. 

*• « 

Q Why is it that oil companies don't carry or 
have more debt in their structure? 

A Why they don't have more debt? 

Q . That's right. 

A Because the risk of the business is such that 
it is not as stable as a utility business that is allowed 
to earn a fair Tate of return. There is much greater risk 
in the oil business and you cannot borrow that type of 
money in the oil business. It is equity money. 

Q Will you assume for the moment a profitable 
operation as we have, a net income figure, a positive net 
income figure. Would it be more advantageous or would it 

be advantageous to an oil company to have more debt in 

% 

its structure? 

A More debt thatn what? 

Q Than it has -- more debt than is reflected 
in the figures you give here for the various oil 
companies. 

A Mr. Wilson, I'd hate to put myself in the shoes 
of these men who are managing ten large oil companies 
who decided that this is the kind of capital structure 
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that they have to operate. I think what you are talking 


about is trying to get More leverage info this type of 
a business, more debt leverage, and I would refer you 

•- -- a * 

to companies like Boise^Cascade and Litton Industries and 


some of the other companies that went this route and in 


spite of economic conditions today find themselves in 


a very, very poor position 


MR. WILSON: I have no further questions of 


this witness 


REDIRECT EXAMINATION 


BY MR. CASEY 


Mr. Gill, if you compare debt to assets and 


you reduce debt by selling assets, you have reduced both 


sides of the ratio, haven't you? 


A That's right 


So that also I would ask you, the company 


without the plan could have retired the debt by using 
40 million dollars in cash and by selling properties 


and applying the proceeds of sale, there were no inhibitions 
in the Cities Service capital structure that prevented that, 


is that true? 


To the best of my knowledge, yes, it is 


I have no further questions 


MR. CASEY 


No further questions 


MR. WILSON 
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I *- CASEY: ^letlif ~tn. your Honor 

(Witness excused.) 

MR - ”= H««r. .t tht. «„ *. ' 
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for preferred stock. 
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Court please. 
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' MR. MURPHY! Th. l„ u . b . f .„ tfc# £ourt 1§ 

whether th. company taxp.y.y, citl., S.rrlc. Conp.ny, 
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S-lc ConpMy b.,.„ th . y ^ #f th#> 

th. . b , tr . ct , rtu . d th .„ ... . l0M( but ^ b# 

-OIL, £l,ur. for , ucb lo „. ^ ^ 

-itnoss. , riu .d th . t th .„ w ., . l0 „ puri>ort#(i ^ 

*’* th “ l0 “ “ th * b » tv «« US alUion Kd 

■llllon or 70 nUllon dollar,. 
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It is the Government •, position that elec, two 
°f the witnesses h.v. presented no concrete .mount of 
.uch loss covered, that w. h.v. to look only to t h. 
third Witness In order to determine that" thir. w„ . 
loss th.t w. c»n qualify with . doll.r amount. .„d th.t 

witness, testimony the Government contend, is incredible 
to this Court. 3 

The Government contends th.t th.t witness 
1. not qualified ., expert witness ss is shown by 
hit own testimony on cross-.x..i„.ti 0 n snd speciflc.lly th. 
Government refers to hi, testimony on schedule 9 which 
was attached to his complaint. < ; 

4 

In th.t schedule 9, the witness used the 

ratio •- 

. • f 

the court: To hi, exhibit not to the complaint. 

MR. MURPHY, That's right, to hi, exhibit. 

That's right, your Honor. 

Schedule 9 attached to his exhibit. In th.t 
schedule 9, th. witness. Mr. Field, used th. ratio of 
interest to net income after taxes plus ,„d 

the Government in cross-examination asked him several 
questions aboutl th.t. Mr. F„i d testified th.t such ratio 
in hi. opinion intended to show th. safety of th. 
corporation or how many time, th. interest payment was 
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of that number, by referring to other companies and other 
reports which he claims used that number. 

* ' ‘ - *r. *• -J. - • 

jar - r.l . 


Well, the Government contends, irrespective 

‘V'~ V i’**- 

of whether otherrcompanies used that numbeT, Mr. Field 
did not understand what that number meant, and that was 
clear on his cross-examination, because the Government 
asked him, as a businessman, if he would recommend to 
his clients that they pay interest with after tax monies 
or with before tax monies, and Mr. Field answered somewhat 
as my wife perhaps might answer, that we pay taxes 
with checks. That's not testimony of an expert witness. 

Any expert witness, the Government contends. 


with any understanding of \rtiat he is doing in the field 


will tell the Court that when he is paying an obligation 
of a company which is a deductible obligation -- and the 
Government contends that interest has been deductible 
in the United States for the last SO years -- he will 
pay that money with his gross income, i.e., his income 
before taxes, rather than purporting to pay it with net 
income, and any witness who acts as ,an expert witness 
who is unable to make that distinction on cross- 
examination is unworthy of belief. 

Under those circumstances, your Honor, 
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and there is further material, but the Government contends 
that that one point explicitly states~the substance of 
the Government's contention on that issue, that that witness 
is unworthy of belief. 

Therefore, you are set with a situation here 
where there is no figure as to the loss of the company, 
taxpayer, whosoever in this trial, except that set forth 
by a witness the Government claims is incredible. 

Further, I have some further remarks, shall 
we say, on this 45 million dollar alleged figure. Judge 
Mansfield stated in his opinion that the 45 million >- 
that the Government reserved its right to contest that 
45 million figure. There has been no evidence presented 
concerning that 45 million dollar figure. 

Plaintiff is a taxpayer seeking to recover 
a tax refund and as a plaintiff in the action he has the 
burden as to that 45 million and he has presented that 
evidence, so that in itself is false. 

THE COURT: I thought that was conceded that 
that was for the purpose of -- at loast Judge Mansfield's 
order says the value of those shares,to plaintiff shall 
be no less than $45,323,846, the value of the consideration 
originally received for their issuance. 

MR. MURPHY: The Government contends the 
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Y * 1U * th * 1. th. .t.ud wi». 

Unless they pr^r. anythin, *• th. ewtrnry. Th. 

•t.t.4 „ 1 U . U in th.1, w„rd.. U b „„ 

throughout this SBC ud now » com ~ oth „ 

nov lover value and we don't have m* i.j . 

i cave any independent proof 

for sow thing b.yond th. Hittd y«iu«. 

THE COURT. Th. only lsso. b.for. w i, , h . 
«lu. to th. plaintiff .f th. pr.f.rr.4 and pr.f.r..c. 
sh.res received hy it 1. .xchang. for th. of th . 

3 P*r c.nt Sinking fund 4*hw(urw on May 27 . ' 1UJ 

Ther. h.v. b..« y. rleu , Iaf „, tlon , ^ ^ 
to uhn, exr.nt they .pp.. r th . ^ 

ouite sure, o- t . th . t th . >f . CCMulitt<1 

dividends on th. pr.f.rwd lnd pr,f.„ nc . ^ tfc# 

‘on price Should h. di,r.*.rd.d in d.t.rniniog what, i, 
ony. v.,ue rec.iv.d by th. plaintiff. , nd , „, w 
hove bed the evid.nc. th.t ha, b..n producd to n.g.t. .„y 
Ottrihution of value , 0 t ho». p.rticul.r it..,. 

Reading Judge Man,fi,i d ., opinion h , „ d , 
tone mention .1.., „ ot b.ing (h< 

° f Rr.forred and pref.wnc. stock on th. b.,i, 
of discounting th. p..dl„g ,inpn, le .tl. n „ d ^ ^ 
somewhere around 80 .... odd .„, Ull , nd W1J 

no US to that figure. 
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HR. MORPHY* That’■ right, yowr Honor. 

But he said that figure is not determinative — 

THE COURT: I have heard no argument that that 

*• • 

figure should be taken as the value of the“preferred and 

% 

and preference stock to the corporation, to the plain¬ 


tiff. 


record. 


I might mention that as a figure being in the 


I can't necessarily go along with the attack 
on the competency of the expert. Sometimes there is 
difficulty in framing questions, which makes it diffi¬ 
cult for the witness to answer; lack of understanding as 
to what is implied in the question, and so forth. 

But if there is nothing further you want to 

say, I will hear from the plaintiff. 

MR. CASEY* Your Honor, what's incredible is 
the position just taken by my brother, that unless you 
pay taxes you can't pay interest, you can't pay compensa¬ 
tion, you can't pay anything. The distinction between 
paying interest and before tax or after tax dollars is 

perfectly ridiculous — , 

THE COURT: Well, I am more interested in 
deciding the issues that are presented to me hero, 
rather than going into philosophy. I arc trying to 
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get the facts. 


v j •• •*»•** 

y\ • .. • ^ 1 ^ 


Maybe you can enlighten me on what you have 

shown. 

MR. CASEYt We have been under mandate to 
resolve the question at this trial as to the value to the 
plaintiff, if any, of the preferred and preference shares 
received by it in exchange for the issuance of its 3 per 
cent-30 year sinking fund debentures on May 27, 1947) 
and we are under further mandate that the value of these 
shares shall be no less than the $45 million which was 
the value of the property originally received when the 
preferred and preference shares were issued, if there is 
a peculiar value to the corporation in removing from 
its capital structure a preferred stock with dividend 
arrearage, and that peculiar value exceeds $45 million, 
it becomes the measure of discount. 

We have presented to the court three qualified 
expert witnesses, all of whom have spent a lot of time on 
the project, and each one of whom have said that the 
preferred and preference shares received by the plaintiff 
had no intrinsic value to the plaintiff in the circum¬ 
stances of the exchange.. And I believe that that 
carries our burden. And now the burden of going forward 
shifts to the defendant. 


A 


't 
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2 

THE COURTS Defendant's motion is denied. 


3 

MR. WILSONs The Government calls JChn O'Farrell’ 





*• 4 

to the stand. 


5 

*• i 


6 

JOHN O'FARRELL, called as a witness by the 


7 

Government, being first duly sworn, testified as 


i 8 

follows: 


9 

DIRECT EXAMINATION 


10 

BY MR. WILSON: 


11 

Q Mr. O'Farrell, where are you employed? 


12 

A The Internal Revenue Service in the National 


13 

Office in Washington, D.C. 


14 

Q Are you in any particular branch or section of 


15 

the Internal Revenue Service? 


16 

A I am in the valuation analysis section of the 


17 

Income Division. 


18 

Q For how long have you been employed by the 


19 

Internal Revenue Service? 


20 

A Since I960; almost 12 years. 

II 

21 

Q How long have you been in the valuation 

1 

22 

analysis section? 


23 

A All of that time. 

1 


Q What are your duties in tho valuation analysis 


25 

section of the Internal Revenue Service? 
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A I am a valuation engineer and 1 work full-time 

on appraisal of properties. 

q what type of properties do you appraise or 

*• _r- x ’ 

value? 

A Securities, leases, real estate, patents, 

various types of property. 

• Q DO you have any other responsibilities in the 

valuation analysis section where you are employed? 

A I am classified as a senior engineer, and so 

! am a reviewer in the section, along with one of the other 
m9n . we divide up the reviewing responsibilities. 

Q What does a reviewer do, Mr. O' Farrell? 

A wall, he is generally responsible for the 

assignment of the cases as they come in. most of them 
being case, in litigation. And is available for dis¬ 
cussion or consultation, and review, the report when made 
before it is sent out, and sign, for it before it 1. 
sent out of the office, as well a. - countersigns, you 
j might say, because the appraiser himself sign, the 

report. 

Q Prior to going to work for the Internal Revenue 

Service where were you employed? 

A I wa. employed on railroads generally for a 

period of about 25 year*. 
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trom Me st Virginia University. and a »«« o 

£rom ——- 
q Have you testified prevlou.ly 

analyst or expert? 1 

I m 

A Yes, sir. I 

, „ n the subject matter of your teatl 
Q What has been the suuj 

mony In thoea matters? Aboat probably half ' 

x Various valuation Items. Abou 

of them have been securltlea. 

ln court before7 

! Q Have you testified 

, Mot before my aervlce with the Internal 

ROVenU °' Hr O'Farrell. 1. have you testl- I 

Q What I mean, Mr. o 

fled in court prior to this occasion! 

A Oh, yes. Yes, Sir. haV * you testified 

q Approximately how many tlm. 

ln various courts prior to today? 

A 15 or more. I 6 * 

o'Farrell. 

q I'm aorry, 1 «n’'t hear you, Mr. 

A X think 16 times, but I’m not certain. 

/ Q Approximately how many time, have you te. 

.. to the evaluation of securltlea? 
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times. 
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I don't know exactly , but if. eight to ten 


q Have you prepared valuation analyae^in secur¬ 

ities cases that were not tried? 

A number of times. 

How has that occurred? 


A 

Q 


A Sir? 

q How does that occur? 

A There Is a tendency. If It la pos.ible, for the 

ittbtneye to eettle case, with valuation.. If poaalbla. 

And out of tho ciw that we work up valuation, on, I 
would say they don't W over 5 per cent of them. 

i >" Vf 

• q ' ^ approximately how many cases have you 

prepared valuation, of 'securities in overall, whether 

they were tried or not? 

A Roughly 200. 

q Are you a member of any professional groups 
relevant to the valuation analysis and that sort of 

thing? 

A The Washington Society of Securities Analysts 

s„d the Federal Appraisers Association, are the only two. 

o in the course of your employment with the 

internal Revenue Service were you asked to prepare a 
valuation analyst, of the exchange of Cities Service 
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preferred end preference .W for debenture., which 

occurred ia 1947? ' - w ' • j 

\ Yes, X was. J 

q save you reached a conclusion a. to the value 

to Cities Service In that transaction? 

HP. CASEY: Your Honor, before the witness 

answer, that question I would lit. to a.K hi* one or 
two questions on voir dire, derived fro* the examination 


so far. 


we have had not had the advantage of an 


V 


exhibit showing his qualifications. It is apparent 
that - may I have your permission to ask a couple of 

questions? 

THE COURT* Yes. 

VOIR DIRE EXAMINATION 
BY MR. CASEY* 

Q Mr. Farrell, your employment is with the 

Commissioner of Internal Revenue, is that not correct? 

A By the Internal Revenue Service. 

Q internal Revenue Service. 

And in your dey-to-day duties you are, as an 

eployee of the Internal Revenue Service, called upon to 
advise the other employees of the Revenue Service on 
valuation positions which will directly affectthe selection 


V 
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of tax, la that not; correct? 


A No, sir. Z don't advise, then on positions 

-4a# 

to take. I advise them if they request_.it, on 
valuation matters pertaining to valuation. But we are 
not assigned any positions in our valuation. 

Q But the p.urpose of your employment is to 

support the Internal Revenue Service in the — 

* 

THE COURTi The Court will take judicial notice 
of the fact that he is employed by the Government. 

MR. CASEYi Your Honor, I don't think that 
this witness brings the disinterested approach to the 
problem that is demanded of an expert witness in this 
case, and I move to — 

THE COURT: That goes more to the weight to be 
given. I will permit him to testify. But I have noted 
your objection. 

BY MR. WILSON: 

Q Mr. O'Farrell, were you asked to prepare a 
valuation report on this transaction? 

A Yes, sir. 

f * 

Q Were you told what your position had to be 


beforo you prepared the report? 

A We are never told what position. We are given 
the information that is available inside the Service * nd 
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told to make an appraisal. 

q X refer to Defendant’s Exhibit^ and ask whether 

* ‘ i 

this is the original of your report that ygj>. prepared in 
this matter? 

Xs this the report you prepared in response to 

to the request (handing)? 

A Yes, that is the report. 

q Do you have a copy of that report to refer to? 

A I have. 

THE COURT: Did you receive a copy of this 
report, Mr. Casey? 

Mr. CASEY * Yes, we have it, your Honor. 
q What does this report contain, Mr. O’Farrell? 

A It contains an estimate of value with supporting 

and complementing and reference information. It was 
used in the study and in the development of the con¬ 


clusion. 


What materials did you draw upon in preparing 


your valuation? 


A I reviewed what I considered were pertinent 

parts of the record in the hearings of the Cities Service 
before the Securities & Exchange Commission in 1946, the 
latter part of 1946 and the early part of ’47. I reviewed 
some contemporary literature at that time, periodicals. 
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such as the Commercial ft Financial Chronicle, Dun's Review* 

-«“4 

and Moody's publications, annuals. And I reviewed 
Judge Mansfield's decision on the order ef_.the SEC, and 


25 SEC 575, and information that had accumulated in 
the Government's files on the subject. 

Q What is the question you sought to answer, in 
your evaluation analysis? 

A I will read it from the report: 

The issue that I was to give attention to was 
that statement in Judge Mansfield's report in which he 
said, 


"We conclude that the sole material fact 
actually controverted is the value to plaintiff of 
the preferred and preference shares received by it 
upon the issuance of the debentures and that no 
genuine issue is presented as to all other material 
facts which shall be deemed established." 

Q Does your report represent your analysis of 

that question? 

A Yes, sir. 

Q How did you approach the question or problem? 
A As Judge Mansfield stated in his statement of 
what was required to complete that case, the item of 
major interest, in fact, the only interest as far as I 
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waa concerned, was the value to plaintiff of the preferred 
and preference shares as of this particular date, which ~ 
was May 27, 1947, when the transaction toq^.place in 
which the preferred and prefdrence shares of the Cities 
Service Company were exchanged for the debentures of the 
same company. 

In examining the issue, it was obvious that the 
value to Cities Service was the value to its owners, 
and the owners of Cities Service, it being an ordinary 
statutory corporation, were the common stockholders. 

And what advantage, what value, what worth was it to them 
to remove the preferred and preference shares and the 

dividend arrears from those shares. 

So that is what I directed my attention to, 
was to find for the Cities Service, as the proxy and repre¬ 
sentative and the financial group focus of their stock¬ 
holders, what value was it to them to remove these 
impediments or barriers that they presented to their full 
participation in the financial results of the company. 

At that time the company had a record of several 
years of progressive improvement; it had greatly increased 
its surplus; it had greatly increased its earning power. 

The SEC, in its order had reviewed the decision during these 
several years preceding 1947 and they had come to the con- 
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elusion, or aooapUd tha fifBiii tint vara pnimtad by 


Cities Service, tb*t for the year lt47 it oould be 

. * • • - * •« 

anticipated that the company mU earn before taxes 
two different figures, they stated* “.-stv 

One was $ 29 - 1/2 Million on a pro forma basis 
in which it was contemplated that the last 940 million 
of the 5 per cent debentures that ver. outstanding would 
not bo redeemed, end a pro forma adjusted figure of 
$24,500,000 based on the assumption that thsss $60 million 
in debentures would be redearned. 

So taking these two figures, of $29-1/2 million 
and $24-1/2 million, I arrived at an eatlmate of mean 
being of $27 million that would be available before taxes 
to Cities Service as net income in the year 1947. 

I thought this had bean a vary conaarvativa figura to 
project into the future and to capitalise to obtain tha 
worth to the company of tha barrier they were removing 
throuqh retirement or redemption or exchange for the 
preferred stock and the arrearage. 

Tho Cities Service figure that I am using is 

a consolidated figure, so I applied a 50 per cent tax 

/ 

to that. The 38 per cent was the effective tax at that 
tine, but following Vorid War II the taxoa had been in a 
state of flux, and so just to be laoro conservative, I 
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used the 50 per cent for a long period projection into 

the future. ^ 

That brought the figure down tc^.13-1/2 million 

dollars. Then the Cities Service itself as a parent 
was a holding company, and it could have paid out 90,. 95 
per cent of its earnings after taxes without any dis¬ 
turbance to the company. But as X was using the 
consolidated figures I allowed for a 50 per cent pay¬ 
out and reduced it $13-1/2 million to $6,750,000, which 
I considered on a very conservative basis could be 
projected as dividends available to the common stock¬ 
holders of Cities Service for the foreseeable future as 
a result of the removal of the preferred and preference 

stock and the arrearage. 

At that time the Standard & Poor's index showed 

that the average yield on common stock was just about 
5 per cent. And I considered Cities Service an average 
company. And using that yield it means that for every 
dollar of yield it could be capitalized on the basis 
of a multiple of 20. So taking the $6,750,000 projected 
dividends and multiplying it by 20, I obtained a figure 
of $135 million. 

This to roe and by conventional appraisal 
technique represented the capitalized value of the 
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anticipated yield to the consnon stookholders of Cities 
Service. And that r accepted as a measure of the value 
of the removal of the preferred and preference stock and 
their arrears to the company. Cities Service Company. 

THE COURT: We will take a short recess. 

(Recess.) 

BY MR. WILSON: 

Q Mr. O'Farrell, in applying this yield analysis 
what value did you place upon the preferred and preference 
stock received by Cities Service in this exchange? 

A Including the arrears, $135,million. 

Q Were you: calculations based on. the consolidated 

income of Cities Service Company? 

i 

A On consolidated as forecast by the SEC based 

on information that Cities Service had given them. 

| 

Q Referring to page 9 of your report — 

THE COURT: Is that in evidence? 

I 

MR. WILSON: Yes, it is, your Honor. 

Exhibit C. 

THE COURT: Do you have any extra copies of it? 
MR. WILSON: You can take this copy. 

(Handing to Court.) 

Q Referring to page 9 of your report, the first 
paragraph that isn't quoted from another source, I note 
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that you on the fourth line quote a title, "Forecast of 
Earnings as Estimated by Cities for the Year 1947 on a 
Corporate Basis." .. 

A That was incorrect. That should have been 
the consolidated basis. That was actually the heading 
on that sheet, 594, but this was a lower section of the 

report that I used. 

THE COURT: What line is that? 

MR. WILSON: It's the fourth line — 

THE WITNESS: Fifth line. 

MR. WILSON: I'm sorry, fifth line. Where the 

word "corporate" appears. Should have been the word — 
let me check the title, but I think it is "consolidated." 
(Pause.) 

MR. WILSON: Yes, in the title it's on a 
consolidated basis. 

Q The numbers that appear in the report are which 
numbers? The corporate basis or the consolidated 


numbers? 

basis? 

A 

Q 

A 

0 


Consolidated basis. 

What is the source of those numbers? 

The SEC page 594 of its report, 25 SEC 575. 

Did you make any attempt to check thiB analysis 


in any way? 
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A I checked itr against Moody’a aiid found that 
it was a very large understatement as far as the actual 
earnings reported in Moody's for the year^!947. 

In fact, it was a large understatement of what 
Moody's reported for '46. 

Q The Moody'8 figures that you referred to were 
greater than the figures you used here in terms cf income? 

A Much larger. 

Q What is Moody's? 

* 

A Moody's Industrial Manual and the Moody's 

Public Utilities Manual. 

0 Did you make any other checks on your yield 
calculations? 

! 

A I examined the preferred stock in light of the 

| 

change in interest rates between the time that the 

' 

preferred -- I mean in dividend rates between the time 
that the preferred was issued in the 1910 to 1930 period 
and the interest rates at the time of this transaction, in 
1947. 

In the preferred and preference stocks all had 
the 6 per cent dividend, stated dividends. And at the 
particular time that this transaction, the going dividend 
rate on preferred stocks was about 3-3/4, 3.75 per cont. 

So it meant that whatever company had out 
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6 per cent preferred stock was paying a much higher than 

the market rate of interest — I mean, yield rate at 

1 * •' • * 

that particular time. And to look at it another way, 
if you had issued, if the company had issued hundred-dollar 
preferred stock on which it was paying a 6 per cent 
dividend, in 1947 it could have issued $150 worth of 
preferred stock for that same dividend, because with an 
interest rate of 3-3/4, just round it off and put a cushion 
in it, using a 3 per cent rate you could have paid a 
dividend, a market dividend on $150 of preferred in 1947 
with the same dividend that the Cities Service Company 
was obligated for on the preferred and preference stock 

with a 6 per cent stated dividend. 

I 

On that basis it meant that for $58 million- 

I 

plus in preferred stock outstanding, that the dividend 

| 

that were applicable to that number of — that many of 
shares could have been — could have commanded in the 
market at that time 50 per cent more capital, which means 
that paying — if you were paying out the same amount of 
dividends the Cities Service Company could have, with the 
same yield, have acquired $88 million worth of capital 
in 1947. 

i 

The arrearage was a claim that any going 
concern which was healthy enough to stay in business 
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would have considered an obligation that had to be- 
eliminated so that the owners of the company could' 
participste in the earnings of the company. 

And under any circumstances I don't see how 
the arrearage could have been considered as anything but 
its stated amount, which was around $49,700,000. And 
adding that to the $88 million capital, that the stated 
dividend of $3,531,000 could have commanded at that time, 
gives a value ox' $137 million, as represented by what 
was eliminated by the transaction of 1947; the arrears, 
the preferred and the preference stocks of Cities 
Service. 

Q That $137 million figure represents the sum of 

I 

the arrears which you felt had to be paid and the amount 
of capital that the dividends Cities was paying on their 
6 per cent stock could have commanded? 

I 

A That's right. 

I 

Q In 1947? 

A In 1947, yes, sir. 



Q Mr. O'Farrell, why did you use in your field 
analysis a 50 per cent tax rate, rather than whatever the 
prevailing rate was at that time? 

A The prevailing rate was 38 per cent. And as 
I said, they were adjusting in the — the Government, 
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through Congress was adjusting for the unusual tax rates 
that were prevalent during World War II.. The most 
unusual of the rates being the excess proMt rate. And 

as of 1947 the rate was 38 per cent. 

But I thought that there was considerable risk 
that it would be increased, and rather than have to split 
hairs and justify something that was momentary as something 

that would be perpetual, I used the 50 per cent rate as 

» 

almost not subject to dispute. 

MR. WILSON: No further questions of this 

t 

witness. 
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BY MR. CASEY: 


0*Farrell - cross 

/-•v,* 


V- 


V J V - • . 


Q Mr. 0’Farrell, I'd like to clear up a couple 
of minor points in my mind at the outset. I don't intend 
to have you hopping back and foTth in your report but 
if you would mind turning to your report which is Defendant's 

• » ** . _ ' .\ i . v. .* 

Exhibit C, at page 11. 

A Yes, sir. 

Q And I’d like to call your attention to the 

V . • # 

second sentence of the only full paragraph of that page 
which begins, "Excepting formal debt maturity requirements 
which may be cared for by refunding and this Is the 
language I'd like you to concentrate on -- "about the 
only attachment a corporation as an entity has to its 
securities is in Its obligations to pay interest or 
dividends to the holders thereof." 

And I wanted to be sure I understood that 
what you mean there is that as far as the corporate 
entity, Cities Service Company is concemed, its focus 
on the outstanding preferred and preference shares and 
common shares and debentures is only as those securities 
call upon the company to either make^payments in all 
events or to declare and pay dividends in the discretion 
of the directors, and to recognise the contractual 
difference between the preferred and pieference 
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shareholders’ rights and the common shareholders' rights, 
is that what you mean by that sentence? 

MR. WILSON: I object to that ^question, your 
Honor. I don't understand it. 

THE COURT: Do you understand it? 

THE WITNESS: I understand it. He just 
questions whether I mean what I say? 


THE COURT: Yes. 


BY MR. CASEY: 

Q And do you? 

A I mean what I say, yes, sir. 

Q Fine, thank you. 

And also moving to page 9 of your report, which, 
I take it, really was the basis for the valuation here. 

You took, as I understand it, the forecast of earnings 
on a consolidated basis, and adjusted that for taxes, 
and then applied a 50 per cent pay off rate, and a capital¬ 
ization rate of 5 per cent, is that correct, so that coming 
then to the value derived of $135,000,000 for the common 
stock. 

A Yes, sir. 

Q Now, I take it as an expert in the field you 
did more than the mathematical computations, you looked 
at that value and determined it was in the ballpark, is 
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that correct? 


A I considered it a very low value but I was, 
you night say, stu^k with it because the whole transaction 

*• i • 

was predicated on the SEC acceptance of the Infornation 
that had been given to them by Cities Service to justify 
this recapitalization or transaction which was entirely 

e 

the invention and suggestion of Cities Service. Cities 
Service had voluntarily made the recommendations that the 
capital simplification be handled in this matter, without 
the SEC taking any action whatsoever except to have hearings. 
They had amended their plan to satisfy the preferred 
and preference stockholders and what was done on May 
the 27th was what the Cities Service wanted to do. 

They had suggested it, amended it, put it before the SEC. 

The SEC in reviewing that and justifying what 
they had done used the figures and -- accepted and used 
the figures that Cities Service had given them and these 
were some of the figures that they gave considerable 
importance to, apparently, from the way they hendled 
them in the report. 

Q So that looking at one of the factors, the 
net income before tax, now if that changes, your 
computation changes obviously, and I would invite your 
attention to the same schedule, it's Exhibit G attached 
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to the Defendant'* Exhibit A, it's tho table to which 
counsel feforred in tho diroot examination, using tho 
oonoolidotod basis, you atortod with tho 99 mllliont 
A Yea, air. 

t And you trootod that aa boforo tax. 

Yet, Z would ask you to look at tho aooond 
lino in that aehodulo at tablo 9 an that pago which 
aaya that thia ia operating expenses, othor coata and taxes, 
indicating that thia ia rOally an aftor tax figure, ia 

that eorroott 

1 

A Hot to uy undoratandlng. 

0 Tho taxoa that thia rofora to than aro not 


Inca** tax? 

A I wouldn't think ao. If they woro thoy 
couldn't do anything but make any figuro* an undoratateuont. 

q - Than did you examino at all tho underlying 
schedulea that woro tho baaia for thia SEC report? 

A I road a considerable amount of the transorlpt 
of tho hearing, and I examined tho information that waa 

I ^ 

published in Moody'a, and In Moody*a they reported that 

1 

in 1$>46, which waa the year before the year that wo 

I 

are interested in for forecasting purposes, that Cities 
Esrvic* had 27 million dollars earnings after taxes, 
they had $6.41 per share available for dividends, I 
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used less than $21 share and I thought then that I was 
doing it overconservatively, but it wasn't necessary 
to split hairs on it. 

MR. CASEY: I would like the Clerk to aark 
this for identification Plaintiff's Exhibit No. 5. 

(Plaintiff's Exhibit No. 5 narked for 
identification.) 

Q Mr. O’Farrell, did you ever see this exhibit 


beforeT 


at it. 


^ ^ the hearing I nay have looked 


Q Then having looked at it, since it was in th« 
hearing, I would direct your attention to page 1 of this 
exhibit and ask you to read the line third up from the 
bottom which says, "Income before income taxes." 

A 39,million. 

Q And the next line. 

A Income tax $9,300,000, leaving $29,700,000 

after taxes. 

Q Indicating that then the figure used in the 
SEC exhibit and page 9 of your report'was really an 
after tax figure. 

A I will look and see again. 

It may be, but I can't see it for certain 
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It's on there but I say I wouldn't know, 

I don't know that the income tax was taken out here. This 
is a summary and if it was used, it was used in the most 
conservative manner. 

Q Did you make the assumption that income taxes 
were not removed? 

A I did, yes. 

Q 1 Mr. O'Farrell, could you tell us what the 

valuation figure would be on page 9 of your report if 
instead of treating the income as before tax you had 
treated it as after tax? 

A If I took the 39 million as the proper figure 
instead of the 29 million here? 

Q Yes, sir. 

A If I were to take -- 

Q I am asking you to take $29,700,000 and treat 
it as an after tax figure. You took it and treated it -- 
excuse me, $29,576,000 -- you treated it as a pretax figure, 
and I am asking you what effect it would have upon your 
valuation if you treated it as what it was, an after tax 
figure? 

A I am Just using it the way I used it in the 
report which is to take the report tax figure, divided by 
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two, to get it down to an after tax figure, divided by 

• i t , • *•» 

3 

two to get it to a SO per cent payout. 

G 

Q I am asking you, Mr. O’Farrell, if you can 

*• -- i 

5 

make a calculation of your valuation of the value to the 

6 

common stock of Cities Service of this exchange by 

7 

treating 29 million dollars in round numbers as an after 

m 

8 

tax figure, and I am asking you to tell us what your 

9 

,1 

valuation would be if you did thatT 

10 

A Which will be not the way I did it in the 

11 

report, keep that in mind. If it is an after tax figure 

12 

continuing from there and taking a SO per cent payout 

13 

would be $14 ,500,000 and multiplying it by 20 would be 

14 

$290,000,000, which is about the figure that Cities 

15 

Service proved to be in value, the Cities Service stock 

16 

proved to be in value in about a year. 

17 

Q Now, you used the SO per cent tax rate -- 

18 

excuse me. Strike that. 

19 

MR. CASEY: I will ask the Court to mark this 

20 

document for identification as Plaintiff's Exhibit 6. 

21 

(Plaintiff’s Exhibit No. 6 marked for 

XX 22 

identification.) 

P 

1 

Q Now, Mr. O'Farrell, I ask you to identify 

24 

this document, the frontispiece being -- 

25 

MR. WILSON: Excuse me, did you plan to offer 

• 

J_ _ 
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2 

Exhibit 387 

1 3 

THE WITNESS: It is labeled "Economic Report i 

C> 

Of The President Transmitted To The Congress January j 

5 

1972," it looks like. 

6 

MR. CASEY: I haven't decided, Mr. Wilson. j 

7 

Q I will ask you to look at the table B73, j 

8 

particularly directing your attention to the year 1947. I 

9 

Would you read the -- 

10 

THE COURT: He can read it to himself. 

11 

Q Would you read the column headed "Corporate 

12 

Profit After Taxes For 1947." And then the column 

13 

entitled, "Dividends." j 

14 

And I ask you, Mr. O'Farrell, to tell me whether 

15 

the corporate dividend rate, as opposed to the corporate 

16 

total profits after taxes was 50 per cent or was it 

t 1 

17 

less than 50 per cent, the ratio? 

18 

A The dividends are listed as six and three-tenths 

19 

per cent, I assume, it is 6.3, and the distributed profits 

20 

is listed as 13.9. 

21 

Q I am sorry, 24, the total profits is the j 

22 

question I asked. ' ! 

( 

23 

A 20.2. 

24 

Q W6uld you tell me roughly the ratio between -- 

25 

Mr. O'Farrell, what dividend payout of 6.3 as opposed 
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to total corporate profits after taxes of 20.2, could 
you give us the ratio of payout represented by those 
statistics? v’ 

• , 4 

A A little over 30 per cent. 

Q Did you take into account the current ratio of 

• • * • . ‘ . \ 

payout of 30 per cent or a little over 30 per cent in 

making your analysis? 

A I don't know that that's the current ratio. I 
read your figures. I haven't investigated. I don't know 
the source and I will say that with the figures you 
have given me that there were roughly 30 per cent. To 
mo they have no significance* to what I am using here. 

Q You used the 50 par cent? 

A Yes, sir. 

Q If you had used a 30 per cent instead of a 
50 per cent payout, what would your appraisal have been 
to the value of the common shareholders of Cities Service 
of the removal of the preferred and preference shares? 

A On the figures that I used, you would have 
reduced the dividend to about 4 million dollars and would 
have changed the valuation to around 80 million dollars. 

MR. CASEY< Your Honor, I would offer in 
evidence. Plaintiff's Exhibit 6. 

MR. WILSON: I object. There is a complete 

tRN DISTRICT COUNT REPORTERS. U.S. COURTHOUSE 

EOCEY SQUARE. NCR YORK, N.V. CO T-4SC0 


SOU' 















ft 455 


270 


10 merf 


O'Farrell - cross 


lack of foundation for that exhibit. 

THE COURT i This is put out by the Department 

Commerce. You object to not having the whole report in? 

MR. WILSON: We have no idea what basis those 

figures are calculated on. I don't remember seeing 
what year it was for but I assume my opponents have used 

the correct year. 

THE COURT: It is taken from the economic report 
of the President this past January. The main source is 
the Department of Commerce, Bureau of Economic Analysis. 
MR. WILSON: May I? 

THE COURT; When you say 80 million dollars 
you are using figures which apparently are not correct 
since you have this listed as $ 29 , 576,000 as being 
before taxes when they were actually after taxes? Are 
you sure you mea: 80 million or 160 million dollars? 

THE WITNESS: The figure that we were working 

on then was a 30 per cent payout. 

the COURT: That's right. 


THE WITNESS: Using the same figures that I 


have — 


THE COURT: You are figuring on the basis of 
this being .till .object to taxe. and allowing 50 
per cent for federal lncom. taxe., you reduce that rounded 
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figure of 13 million five — you use the average rounded 
figure of 27 million reduced to 13 and a half million 
as being available for dividends on the common stock, ■ 
but wouldn't the entire 27 rounded figure be'available? 

A I was answering the question on the basis 
that he was — 

THE COURT: Assuming a payout of 30 per cent 
rather than 50 per cent. 

THE WITNESS: That's right, sir. 

THE COURT: A total annual dividend on that 

basis — 

THE WITNESS: Would be 8 million. 

THE COURT: — would be 8 million times 20 would 
be 160 million dollars. 

THE WITNESS: 160 million, yes. 

MR. WILSON: Your Honor, the Government would 
withdraw its objection to the entry of 6. 

(Plaintiff's Exhibit 6 received in 
evidence.) 

Q Now, with your analysis at 135 million as 
stated in your report without the changes suggested here, 
wouldn't you have expected the common stock to rise 
dramatically in price if all of a sudden it has 135 
million dollars added value? 
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A It didn't have it all of a sudden. They wore 
anticipating that there was going to be some change 
and that anticipation was a factor in the market for 
several years in stock in 1942 sold for tw6“ind an eighth 
so there was something that had brought it up in the inter¬ 
vening period. 

Q I would invite your attention, Mr. O'Farrell, 
to your attachment 3 attached to your report. 

Do you have it before you? 

Could you tell us the nature of that attachment 
to the schedule? 

A This weekly report on the stock prices for the 
Cities Service stock starting the first of 1946 and 
going through the date of its transaction, I think it went 
through the end of the week, it included the transaction. 
June the 6th, 1947. 

THE COURT: What Was the total common stock 
outstanding? 

THE WITNESS: 3,702,000 shares. 

THE COURT: 3,702,000. 

q Could you tell us the date on which the Cities 
Service plan of simplification was announced? 

A It was announced on November 20, 1946. 

Q Looking at page 1 again, the value at June 14, 
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1946, what was the high for that data? »*>«w 

• .. • %;«•. ■' 

A 41 and seven-eights for the common. 

• * r > 

Q Mow, 1 will invite your attention to page 2, and 

''-S' 1 .- • 

I guess the nearest date to the announcement of the plan 

* , * f • *; 

was November 22, 1945, is tha': correct? 

A November 22nd, yes, sir. 

Q Could you tell us what the high for the common 
stock was on that date? 

A 26 and five-eighths. 

Q Now, I would ask you to look at February 14, 1947. 

Could you tell us the high on that date? 

A 32 and five-eighths. 

Q And could you tell us whether that was the high 
for the period 1/3/47 through 6/6/47? 

A There were two highs there together, both of 
them the same, 32 and five-eighths. 

Q They were on what dates, what was the other date? 
THE COURTi 14 and 21. 

Q When was the plan effective, Mr. O'Farrell? 

A It was effective May 27, 1947. 

• ^ 

Q I would ask you to look at the value at 5/30/47, 
and tell us what that was? 

A The high that date was 31 and a half for the 
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q And how about the low? 

A The low was 28 and three-quarters. 
q Would you consider that a substantial change 
In the market price of Cities Service common stock? 

A Between what period? 

Q Between the high and — excuse me. Between 
November 22, 1945 and the date the plan was effective. 

A Not a particularly substantial change. 

Q Now, at 135 million dollars, which is the value 
derived by you on page 9, could you tell us what that 

translates to per share of common? 

A I'd have to divide it out. I..hadn't divided it 

out. 

Roughly $37. 

q Would you tell us what the average between the 
high and the low in 1945 was for the common stock? 

A It was about 31. 

q so that really the increase in value, if we 

accept your analysis, as set out on page 9, represents 
about $5.50 a share, is that correct? 

A Increase in value? 

Q Yes. 

A From what? 

Q Well, you told us that the 135 million dollars 
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value to common per share translates to. $36.50, - - 

is that correct? '~j 

A 135 million. 

; r 

Q $37, Z am sorry. 

A I said roughly 37. 

Q I am sorry, 37. And the average of the high 
and low for 1946 was $31, correct? What is the difference 
then between the two? 

% 

r 

A The difference between the two figures is roughly 
$5 but that isn't of significance with reference to ray 
appraised value. This is something that had been in 
progress for years, this simplification. The Cities Service 
Company, the parent, had been a registered holding company 
since January 1941 and it was anticipated that during 
that period there, particularly in the period from 1944 
on when Cities Service had elected to become a nonutility 
and that had been approved by the SEC, it was fairly 
evident that there was going to be a general simplification 
at sometime in its history. 

Q Could you point out in your report the figures 
for common stock values for '44? Did you consider the 
common stock values in 1944? 

A I considered them. I don't know whether I 
have them in the report. 
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Q Did you consider $5.50 per-share a significant 
difference in the value of Cities Service common stock? 

A I would just say arbitr? *ily $5jper share on 
3,700,000 shares is a signific iinount of money. 

Q And it amounts to w..«*t in total? 

A About 18 and a half million. 

Q I'd like you to look at page 10 of your report, 

Mr. Farrell, and the third sentence of the paragraph 
at the top of the page, the arrears were a definite black 
mark, do you see that? 

A How does it 8tart? *» 1 '• '» * 

Q The arrears were a definite black mark against 
standing of the company and in a prosperous going concern 
ultimately had to be recognized and paid. 

A Yes, sir. 

Q Could you tell me how the arrears effected the 
company? 

A The arrears effected the financial standing of 
the company because they had at this time practically no 
justification for not being paid. They had no justification 
for not being paid because the company had been earning 
a substantial amount on its common stock, besides the 
payment of their preferred stock, since 1940, and in the 
period from 1940 to 1946, a six year period, they had 

- . SJGKtt#'- 
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increased chair surplus by 111 Million dollar > was 

equivalent to 18 and a half million dollars j> r yaar 
and 18 Million and a hni* par yaar could have vwx-y nicely 
hava been worked into sons kind of a plan Tor' joying the 
arrears, and it makas tha attituda of the oonpany to the 
owners and tha creditors of tha company somewhat .auspicious 
whan they have available money to pay a dividend on a 
preferred stock and don't pay it. 

0 Did it interfere with the company’s Arrowing 


|i 

11 | power? 

i 1 

,2 i; A I don't remember that they mode anv effort to do 

U , any lorroving in this period in which they nad those 

H 11 substantial earnings. I oouldn't say that it aid inter- 

la fere and T couldn't say that it didn't because ~ 

It; ji n So that was not the black mark co wh. ch you 

17 i; referred. The impact on the borrowing jvwer ot the 
Ik ;• coi nin'/ was not one of your oonsidorations? 

!« j; a no, i think it was the general attitiuc c t 

J) the coponny towards on obligation that you oivc to perpln 

l! 

21 chat i 1 .'.ftpee the company and the obit gat'.an t« »wvp±e 

!l , 

^ i-hat '’ir.ar.ee the company i* ° T, *V t.\em £ r tUr « •» f *C 

S' their -or.ey. ami if you bc.rrcvwiu the money you ray then 


:« ;i 


'Jit • - ana if you let them come inrj. e thy * '>P *? 

4wf ,j tiijrj r>f the i" viprvv/ on the equity ® you thou 
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dividends, and it iB any company that is going to have 


a good reputation in the community is going to pay people 
for the use of the money if it does use their money 
and makes a profit on it. 

Q So, I take it that your answer to the question 
that the black mark was the general standing of Cities 
Service Company in the community. 

A As long as they were not earning money and they 
couldn't pay a dividend, they may have been able to justify 
the situation as it existed in this period in which they 
were buying up their preferred and preference stock in the 
open market, but after they reached the stage where 
they could afford to pay the dividend they had earnings 
so that they could pay the dividend, it looked like it 
was an abnormal situation, not to be paying this dividend. 

Q Well, it looked like to whom? 

A To anyone in the investment community. 

Q And I am still trying to find out what 
impact on the Cities Service Company this black mark you 
see had. Is it anything beyond — 

A The impact it had on the Cities Service Company 
at that time was the impact it had on their owners. They 
couldn't get any of the earnings of the company because 
the arrearage stood between them and the earnings. 
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19 raerf O'Farrell - cross 

Q Now, are you familiar with Defendant's Exhibit 
filed in this proceeding, which is the report of Mr. 
Goulston, are you familiar with that report? 

A I haven't read it yet. 

THE COURT i What connection does the 
stock have to the dividends paid when the arrearage 
has been removed? 

THE WITNESS: They had none except through their 
supposed control of the management, with a widely dispersed 
ownership like that when there was almost 300,000 stock¬ 
holders and the average holding of stock was between 

10 and 15 shares per stockholder. The only assurance that 

«» 

1 would have Is by some mass proxy effort, they would have 
a committee that would get control of the management and 
make them pay it if they weren't inclined to do so. 
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the court, you are talking "about Til) par 
cent or a 30 per cent payment. That preauppoaea that 
there i. another aituation exiating with respect to the 
particular company which they could not eay anything. 

THE WITNESS! I agree, air, that la true. 

But I believe in my atudy of the hearinga before the SEC 
and the r.corda of the company up to that date they were 

almost in a position where they were forced to pay the 
dividend — 

THE COURT! A dividend. 

THE WITNESS: A dividend, yes, sir. 

THE COURT! But not necessarily 30 per cent. 

THE WITNESS: No, sir. 

Q When you talk about yield, Mr. O'Farrell, how 
do you define that tern, yield? 

A That ia the return you obtain on your investment 
on — generally on an annual basis 

Q Could you tell me what the yield on the Cities 
Service preferred and preference shares were in 1946 
and 1947? 


A 

0 


Zero. 


And your valuation approach is predicated upon 
yield; is that correct? 


To a large extent it is. i was satisfied 


at 


V • - 
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that time that they could certainly pay a minimum of 
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$6,750,000 into the future and that would support $135 
million value for the company on a yield }3a«is. 

Q I am talking now about the preferred and 


preference shares which were the securities acquired by 
the company. 


A The acqusition of those securities, the removal 
of those securities by that acquisition removed the barrier 
that kept the common stockholders from receiving their 
dividend. 


Q On pe.ge 10 of your report the yield analysis 
is directed only to the preferred and preference shares; 
isn't that correct? 

A I don't quite understand your wording. The 
preferred and preference shares standing on their own 
feet had without the SEC giving them this transaction, to 
give value to then, the preferred and preference shares 
per se didn't have the value that I have indicated was 
inherent in the common stock through the removal of 
them. 


Q But on page 10 again you are talking about 
value of the preferred and preference shares based on yield; 
isn't that correct? 

A I am on this one figure here, I am. The 
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$88,035,000. ....._jJT: 

Q Looking at the earnings statement at the bottom 
of page 10, Mr. O'Farrell, could you teU_us the income 
before taxes and fixed charges for the year 1946? 


A $51,248,940. 

Q And for 1947? 

A $74,059,218. 

Q For purposes of your analysis did you assume 

that on May 27, 1947 the actual earnings for the year '47 
would be predictable? 

A I didn't assume they'd be predictable, but I 

assumed that at that time you could get a good guess at 
them. But I didn't say that they were predictable in 
that you would be able to work them closely. 

I would say, looking at the $74 million, it 
might have been $65 million, might have been $80 million. 
Dut it was some large figure that was not out of keeping 
with the years that went before it. 


Q In 1945 what was the income before taxes? 

A $37,720, 491. 

Q Mr. O'Farrell, looking at a company whose 
earnings in two years doubled, how would you expect the 
common shares to react, in price? 

A Well, you have to qualify that with the recog- 
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nition that 1945 was an abnormal year. It was the year 

• ’ ' • .* V ’ > . 

in which they allowed them to accelerate this wartime 

depreciation and amortization. And one of the sub- 

** ^ • 

sidiaries of Cities Service, I believe threw- In $18 
million worth of amortization in that one year. And 
there was an artificially depressed earnings before fixed 
charges in this year. 

I didn't work it out in detail, but I would 
estimate that 1945 was truly probably between $46 million 
and $51 million between the 1944 and the 1946 figure, if 
it hadn't had that artificial deduction. 

Q I will accept the year 1946. Could you tell 
us the percentage increase in earnings between '46 and '47? 
A I'd say 45 per cent. 

Q How would you expect the common stock price to 
react with a 45 per cent increase in earnings? 

A If it was suddenly thrust into the market, it 
might cause a sudden reaction. But I believe from the 
record that Cities Service had shown from 1940 to 1946 
that a substantial increase was anticipated and dis¬ 
counted in the pricing in the marketplace. 

Q Let's go back to 1944, then. 

Could yju t 11 us what the income before taxes 
and fixed charges e in 1944? 


■ 
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$ 46 , 825 , 693 . 


Q What per cent increase would the figure for 
1947 be over 1944? - 

A It's over 50 per cent. 

Q It'8 almost a hundred per cent, isn't it? 

A No. The increase was about $28 million on 
$46 million. That would be about a 60 per cent, maybe. 

Q On the other hand, 1941, what was the income 
before taxes and fixed charges? 

A It was $50,276,503. 

Q So there was no real continuing pattern of 
increase in earnings between 1941 and 1947, was there? 

A Not in this level on the earnings, because 

this is before the fixed charges and the fixed charges 
were continuously changing during this period. 

Q How would you have expected, then, the common 

stock to react with the increase of 60 per cent between 
1946 and 1947? 

A If it were all applicable to the common stock 

it might react violently. But this was not applicable 
to the common stock. This was before the fixed charges 
and it was the — the common stock got what was left 

over, and after taxes, too. 

Q But this is really the best guide for deter- 
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- urn 

wining the health and prospects of Cities, isn't that 
correct? 

* -• 

A It was a good guide for indicating the 
flexibility they had in the choice of the capital 
instruments that they would use. They had a big cover¬ 
age for fixed charges if they want to use them, bond 
indebtedness, or they could carry down after taxes, they 
could take no bond interest out of it and carry down after 
taxes and still have a large amount there. But it was — 
what went to the common was predicated on what came out 
before that. 

Q Let me ask you: 

What effect on the common stock would you have 
expected from these earnings figures? Would you have 
expected to go up dramatically? 

A No, I wouldn't. 

Q It would have no effect on the common; is that 

what you are saying? 

A I am questioning the "dramatic." 

I am saying there would have been no change in 
the bond indebedness and your earnings before fixed 
charges continuously gone up, you would anticipate there 
would be much more left for the common. And the common 
would probably Increase in price, as it stood more chance 



SOUTHERN DISTRICT COURT REPORTERS. U.». COURTHOUSE 







i 





A 471; 28b - r • 

' ** . ,■ -‘ -I 

es 7 O’Farrell-cross 

of profiting in the operation of the company. 
q But it did not? 

A That may bo. It varied in prj&e, but that 
may have been due to reasons entirely different from what 
is shown here by the earnings before fixed charges. 

q I am just talking about what you have in your 

report. 

A That was put in concerning the fundamental 

health and prospects of Cities. This was put in before 
the capital effects on Cities, indicating that they might 
deliberately change the capital effects, but this is the 

fundamental they had to work with: 

The earnings before fixed charges. 

Q So given the percentage and increase in 

earnings you would have expected the common stock to go 
up, correct? 

A If there had been an increase in earnings that 

could be carried down to the common, the normal thing 

would be to expect it to go up. 

Q The critical change in the capital structure 

was the introduction of the debentures; isn't that 

correct? 

A No. I think the critical change was the 
change in the capitalization rate that was taking place 
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in this period, when you were getting rid of 5 per cent 


debentures and issuing 3 per cent debentures. That was 
the thing that had the most effect. They were changing 
their structure quite a bit by taking cash?'selling 
property at a considerable profit and taking cash and 
accumulating'cash that they weren't paying out in dividends, 
and using that to reduce capital. 

But I think throughout that the significant 
change was in the reduction in the interest that they 
had. 


Q Using the change of 5 per cent debentures being 
paid off, and 3 per cent debentures being substituted, 
you would expect, would you not, that the common stock 
would move up. 

A if that were the only thing that affected us, 
if you were taking an issue of 5 per cent debentures and 
exchanging them for 3 per cent debentures, you should 
have more available for the common stock, all other things 
being equal. 

Q On the other hand, with a yield ratio of 
senior securities at zero, the imposition of fixed charges 
payable in all events would have what kind of an effect 
on the common stock? 

A It wouldn’t have any effect on it that could 
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be isolated to that particular situation, as lor. i aa the 
common stock oouldn’t profit from what was yoiro on. 

If there was do yield on the senior stock there was no 
dividend could be paid on the coanon. *-~- 

Q What is the yield on IBM, do you know? 

A I think it’s around 2 per cent now. 


C Pardon me? 

A Around 2 per cent now. 

Q Pardon me? 

A Around 2 per cent. A little less tnar. that. 

It sells around ‘3400 and it paya $6, something like that. 

THE COtTRTi Let me aek you, I don't want to 
change the train of thought here, but you talk about the 
value, the corporation's value to the stockholders, the 
common stockholders. On that basis the paying oft 

of the cumulated arrearage, you say, was of benefit to 

i 

the co.tuuon stockholders because that would permit the.T 

i 

to anticipate posoibly the payment of dividend* on the 

co'ron stock. But the payment o* the full premium, i 

i 

didn't benefit, it waa not necessar .• to benofit tho common 

| 

stockholders, because if the arrearages v/«»t* per.] an, 

/ 

it Msn't necessary to call tho st>cx in order to !iavo 
this benefit to the coma on stockholders. 


T!0*. WTTNrSSi The referred '"took at tint tir.a 
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was receiving a dividend which would be tho equivalent of 

3 per cent, would have bean the equivalent of letter " - 

than $70 million worth of c ommon etook. And that such — 
THE COURTi Well — 

THE WITNBSSi And added on to the arrearage —- 
THE COURT: You end up with — 

THE WITNESS: Better than 1X5 million. 

THE COURT: Didn't the debenturos pay close to -* 

THE WITNESS: Pretty cloae to $1,5OO,0CO. 

That you were gettinq rid of tho arrearage a:*d 
the preference with that. 

I 

THE COURT: I underatand that. 

* HE WITNESS: And on tho basis of the value 

placed on tho yield basis on tho preferred and preference 

of $08 million, added to the arrearage it ran substantially 

above th«* $115 million that they wora obliijatlng then- 

artlvoii for at that tine. 

THE COURT: 

/I am talking about this what you to-.tified 
to oarlior, starting your testimony when you mentioned 
what had to bo gotten out of the w.«y no that tho common 

I 

stochhol n.*rs would have: a chance c aince tho company was 

! 

tne common ntockholdere’. i 

THE WITNESS: Yu a, your Honor, 

THE courTI And everything follow# ro fir as 1 
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I think we will have to adjourn to tomorrow 


morning at 10.30. 

(Adjourned to Wednesday, July 19, 1972, at 
10.30 o'clock a.m.) 
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CITIES SERVICE CO. 


UNITED STATES OF AMERICA. 


(Trial resumed.) 


A 477 


67 Civ. 4606 


New York, July 19, 1972; 
10.30 o'clock a.ra. 


JOHN O'FARRELL, resumed. 

CROSS EXAMINATION (Continued) 

BY MR. CASEY: 

Q Mr. O'Farroll, in your testimony yesterday you 
stated you reviewed the SEC files on the plan ,f simpli¬ 
fication hearings, is that correct? 

A What I said were tho pertinent? parts of it. 

Q You also testified that you relied upon a 

pro forma table of income for 1947 which is sot out in 
Exhibit G, attached to Defendant's Exhibit A, do you 
recall that? 

A I don't remember the identification. 

That is the one. 

0 Could you tell us, please, what document con¬ 
tains that pro forma table attached to Defendant's Exhibit 
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A as Schedule G? 

A I have learned elnce X used It. elnc. ye.terday, 

that the source of It was in Exhibit SB in the bearing, 
ia the paper, connected with the hearing Innate ' « and 

early '47. 

q And you would consider that pertinent, I take 

it, to your review of that table, that Exhibit S» 

A ! don't know what you mean pertinent. If that 

1. the source of this and X am not absolutely certain it 
ia because they have changed the figures, but it appear, 
to hove been the source. 

Q And you would have looked at the Ccms.is.lon 

exhibit which would have been the source in your use of 
that tabla, I take it? 

A At tho tine I used the table. I didn't have 

the oource information available. 

Q I would show you a docunent marked for identi¬ 

fication as Plaintiff. Exhibit 5 and ask you to identify 

I 

it. 

A The title on it is "Cities Service Company 

earning, and cash estimate./and it is Co»l..ion.r' . 

Exhibit 2B, I assume, from the hearing. 

Q I ask you. Hr. 0 'Parrell, if you have reviewed 

this docunent in connection with the preparation of your 
testimony? 
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A I can't remember any review. 1 * aw the 

h .. c l„ 9 , transcript - paper ®• ~ X can't Mentis tbl. 

document a® on. that I reviewed at the tln^ 

0 I ask you, Mr. O’Farrell, to examine the 

. of the document marked for identifica- 
schedule on page 1 of the aocu 

tion as Plaintiff's Exhibit 5. 

Could you tell u® what that schedule is? 

* It 1® headed -Estimated Income Account for 

1947." 

Ttot is for Cities Service Company and sub- 

sidiaries consolidated. 

q I would ask you to review this schedule and 

the Table 9 of Exhibit G. attached to Defendant's 

Exhibit A. 

, . i4Va to know whether Mr. 

MR. WILSON: I would like to xn 

Casey plans to put this i"? 

MR. CASEY: I intend to put it in. 

HR. WILSON. can w. offer it no- so it 1® part 

I 

of the record? 

HR. CASEY. Your .Honor, I would offer in 

evidence plaintiff® Exhibit 5. 

HP. WILSON. May 1 * ec 11 £or * n0r0n 

MR. CASEY: Surely. 

HR. WILSON. Your Honor. I have a P robl«t with 
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this exhibit. As I understand it, the source of this, 
or the original filing of this was with the SEC in the 

course of that hearing. 

MR. CASEY: Yes. 


hearing? 


HR. WILSONi This is Exhibit 28 in that 


MR. CASEY: Yes. 

MR. WILSON: Do you know whether there was a 


revised Exhibit 28 filed? 


MR. CASEY: If you direct your question to 

Mr. Robinson — 

MR. ROBINSON: I am not sure. This is what 

came out of our files as the exhibit. 

MR. WILSON: Your Honor, I have the original 

exhibits hero. 

MR. CASEY: Would you offer those? 

MR. WILSON: I was planning to introduce a copy 

of this, if you will take my representation this is a 
Xerox copy of 28 revised as it appears in the record, 
and I would suggest that wo use that. 

MR. CASEY: Pine. 

T1IE COURT: It nay be admitted. 

(Plaintiff's Exhibit 5-A was received in 

,) 

evidence.) 
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by MR. CASEYJ 

q Mr. o' Farrell , I .111 you to look at tho 

schedule on the first page of Plaintiff. «-*** « 
and ask »u if you ate satisfied that that HdMt i. the 

source of the table on which you relied? 

A The EEC in its report grouped a lot of the 

figures never used, so it 1. practically impossible to 

Identify what they used with what they used here. 

m the final figure, the SEC had a net income 


_ final figure in the exhibit 

of $ 29 * 576 , 000 . In the final figur 

, * fhore is a figure of $ 29 , 576 , 000 , which 

being reviewed, there i J 

is tho same thing. 

.t j P finure is after taxes. 

The net income on this figure 

♦•Hn other figure is shown as the last 
The net income on the other ngu* 

a. after total fixed charges, 

figure — ia the next figure after rot 

. „ n et income before taxes 

which to mo was separate as net 

after fixed charges. 

Q nr. O' Farrell, turning to Defendant's Exhibit 

C, Which is your report. 

Do you have it in front of you? 

A Yea. 

q If you would look at tho first page could you 

... at the top, at the upper lofthand corner 
road the symbols at tne tup, 

of that page and explain what they are? 
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1 

A TIEV-JO'F over RL-9795. 

• 

1 

q Could you tell us what the Initials on the 


|o 

first line TIEV-JAO'F stAnd for? 


1 

A In the Internal Revenue Service for simplicity. 


1 

each of the activities is identified by symbols and the 


1 

symbols ordinarily indicate the line of authority from 


1 8 

right below the Commissioner down to the particular 


1 9 

activity itself. 


1 10 

The "T" is for technical. 


11 

The "I" is for income. 


12 

The "E" is for engineering and the "V" is for 


13 

valuation. Which means, the section in which the 

• 

14 

last three letters are my initials but the section 


15 

in which I an assigned is under the Assistant Commissioner 


16 

Technical in the Income Tax Division and Engineering and 

, 


17 

Valuation — Engineering and Appraisal Branch in the 


18 

Valuation Section. 


19 

The letters and figures under that, RL-9795, 


20 

that is a refund litigation indentification number for 


21 

the Cities Service Company case. 


22 

( - 

q I take it that anyone assigned to your branch 


23 

and division or activity, would the initials TIEV be 


24 

constant? 


25 

A Anybody in our section. 


• _ 
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0 The only thing that would change would be the 

initials of the person preparing the report? 

A Yes. •- 

0 i will ash you to turn to the last page to get 

sone of this housekeeping out of the way here and ask 
y ou - this is page 11 of Defendant's Exhibit C. and ask 
you to read the legend at the button lefthand corner of 

the page starting with -Reviewed by-. 

Do you see that? 

* yes, reviewed by Jeffrey J. Taylor and typed 

out Jeffrey J. Taylor under his name signed. 

Q Then at the button of the page, again there 

are initials and numbers. 

i a.v n0 o and tell us what they are? 
Could you read those ana ceii 

A They are not on my copy. 

q I am sorry. 

the COURT! They are not on the exhibit. 

This is the exhibit which was marked In evidence. 

MR. CASEY, vour Honor, working from the copy 
of the report furnished us by the defendant here, we 
seen to have cone up with an Item that is not on the 
original report and with permission of counsel, 1 win 

read into the record what I have on your copy. 

jO-y/DAH, and under that 4/17/72. 
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rks 

h That i. my Initial and th. typist's Initial 

and the date on which It vao typed. 

q could you tell ua who Jeffrey J.Jaylor is? 

A He la the aection chief In the valuation 

analysis section. 

Q when It states that he reviewed your report, 

could you tell ua what that review encompassed? 

A The review In some organisations may be one 

.^hKnr and it nay be another thing 
thing and it may be another and it may 

in another organization. 

in our organisation, the review la just a check 

to indicate whether the person has made any particular 
blunder inconsistency with what is required by laws, 
regulations and revenue procedures. There is no 
attempt whatsoever to review him on his judgment but there 
are certain things covered by statute that have to be 
credited when you are making valuation. For instance, 
depreciation is a statutory matter and a person who is 
doing a valuation can ignore the fact there are statutory 
limitations to the view you can take a depreciation. 

so, mainly, this is a review to catch anythin, 
that would be glaring and would be an embarrassment to 
the internal Kevenuo Service if it were published. 

For instance, a gross mlauo of a word there. Ignorance 
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rka 

of the import of « certain word. » intomporat. 

statement. Nothin, 1. ,oln, to ,o out that «1U 
embarrass the Service if the chief ha, the opportunity 

of checking. 
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q la it within the scope of the review to be 
sure that the report In this instance comport. with the 
Revenue Service’s overall position in natters of sinllar 

nature? 

A There is no attempt to be consistent in this 
report and another report, if that’s what you moan. The 
valuation reports are Judgment reports. The appraiser 
reviews all the facts, he comes to a conclusion and the 

conclusion is ordinarily an expression of opinion. 

How, the reviewer can never change that because 

it isn’t his opinion, it’s the appraiser’s opinion, but 
he can certainly indicate to him that in a certain tax 
court decision or a certain district court decision, 
the emphasis was given to other factors affecting this 
value, has he considered those. If he doesn’t say he 
has considered them, why, it would be well to consider 
them before ho makes - to confirm his decision - I 
mean, his opinion, but there is no effort to it as an 
appraisal. No one tolls anybody else that this is not a 

proper judgement. 

I have reviewed cases where I didn’t agree 

with then at all, but I wasn’t the appraiser. 

q Mow, in the - you will recall nevenua Ruling 
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2 mt f O'Farr* II - «*«•• . 

55-13. Do you raoall that isvanus rollngT 

X x can't raoall it bT nwbar. 

. _ ■» —— which mIA* in offset, 

q it li tha raranaa ruli»f ' 

«* uw —* -* — — -* “” l9ht u “ 

or ,« of tha y~r'. digit. “ • trik * U “ t - 

Tha taxpayer. oould oat uaa opaa and ■■ 

of tha yaw. digit. or Ml# U- d * pr *° Uti0n , “ ltlPl • 

- . tints alact tha guideline 

asset accounts, and at tha same *xn® 

procedure which was sat out in 62/21. 

Do you recall tha substance of that? 

A No, I don't, sir. 

Q wall, let no as* you a hypothetical! 

If the Centalssioner tafcos a position in a publiohc 

revenue ruling that a taxp.ya. 1. not «tiU.d to «... 
certain depreciation technique., and at tha tin. 

certain group accounting, would your r.vi«var be oartaln 
that tha report did not uaa thoa. technique itnelf? 

A If ho war. familiar with them fa. night. 1 
coan, there would ha factual paraftar. that would hav. 

an influanse on the appralual. _ 

Q certainly. If ho knew that It wa. tha publi.had 

I ignition o. tha Conrnl.alonar that thi. typo of accounting 
'! could not bo uatd for daor.cl.tlon pumoao. In tha.a 
I circumstance*, tnan tha reviewer would delete that iron 
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the report, I taka it? 

A If he were reviewing the matter concerning 
depreciation ho would be guided by any factual limitation 
on the taxpayer or what other party he was reviewing in 
this particular situation. 

Q Or policy, I take it? 

A Well, I wouldn't go so far as to say policies. 

Q Could you tell us what changes Mr. Taylor 
suggested in this report, Exhibit C? 

A I don't know. I don't remember any changes. 

I asked him to prepare the Exhibit No. 8 for me, and he 
did, because he's a CPA and it was an accounting exhibit, 
and so he prepared it so that I would have an authoritative 
basis for the accounting setup that I was using. 

Q Now, when you refer to Exhibit No. 8, are you 

referring to an attachment No. 8? 

A Yes, sir. 

q To your r port? 

A Yes, sir. 

q So that this is really Mr. Taylor's exhibit 

which goes into a part of your consideration in this 
case, is that correct? 

A Ho, It's really my attachment, but Mr. Taylor 
under my direction, even though he is ray superior, prepared 
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« osrf -- 

It in hU cnpnoity »• - • »*. «“ 

perfectly *«1U.* «lth «*>.t b. «• del.,. I 

«a not nn .ooounting mxpT*., I nn not n Cfk, b«fc I 

. lfc vw tinned on accounting 

w „ted nn exhibit thnt ootlto't bo -.notions o 

principles. 

h- o'Farrell he* attachment 
Q could you tell u», Hr. O rarrei*. 

, i __ -mnart. >M 1° your conclusions? 

BO. 8 was reflected In your report ana » ^ 

K I ..Id In th. roport, -It U 9 sa«r.lly ” coqnl ’*‘‘ 
1» corpornt. securities nn.ly... thnt tb. «*>«* r^ord 
„d historic trends nr. th. bo.t *04. to —^ -* 
questions as "• 

Q could you t.U U. wh.t P»9« you «» r.ndlng 

frotr? 

A Sir? 

Q vfhat page are you reading fro«7 
^ This is on page 10. 

•A question n.y bo rnissd concerning fundamental 

. rttlee It is generally recognised 
health and prospects of Cities. « * 

io. 4 o.oi .nalvsQB that the company rocord 
in corporate securities analyses 

eml hi,torlc trend, nru th. bs.t quid, in nn.«orln, such 
| questions* The following list show. Cities ccnoolldntod 

I ,.„ t u*co.» :«loxo Mart «>»*»•• lB WM “ 

j* *47 pc*r Lwd . " 

ij Tuon l pst In a tnblo of Income before taxes 
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and fixed chargee which la taken from the bottom line 

V 

of attachment No. 8. 

q And that's the only place In your report to 
which you make reference or in any way rely upon attachment 

No. 8? 

h ,o the best of my memory that's the only place 
I mentioned it. 

q on pago 10 again of your report, could you 
enlighten the Court as to the source of the footnote? 

Did you write that or did Hr. Taylor? The double asterisk. 
A I wrote that. 
q Thank you. 

Now, if you would turn to page 2 of t..fondant's 
Exhibit C, Nr. O'Farroll, I would invito your attention 

to the first full paragraph on page 2 which begins, 'As 

| 

part of the reformation" — do you see that? 

And particularly to the last sontenco of 
that paragraph beginning, "As the preferred"- would 

you read that sentence, please? 

A "As the preferred and preference stocks were 

deep in dividend arrears which blocked common stockholder, 
access to the Cities' replenished treasury. Cities Itself 
was also interested in a capital roorganiration that would 
remove both the senior stocks and their awkward arrears.' 
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q Could you explain what you mean by that 
sentence, Mr* O'Farrell? 

A Cities was the one that proposed this plan, 
and they proposed a plan which, without a cash outlay 
on their part, would remove the arrears and remove the 
preferred and preference stocks, so 1 have to conduce 
that they were interested in that, it was their ovm 
plan that was being proposed, and there was no doubt that 
the arrears were an awkward situation in any corporation 
which was interested in being of benoflt to its owners. 

Q Are you testifying here. Hr. O'Farrell, that 
Cities service wanted to get under the SEC umbrella 
for this purpose? 

A I wouldn't Know to my ovm Knowledge but I 
would conclude that it might be a reasonable thing for 
them to have felt that this was a good time to get out of 

this situation without putting out any cash. 

q When was this SEC procedure first available 

to Cities Sorvicc? 

A ! assume any time after the Public Utilities 
Holding Company Act was passed in 1965. 

q Excuse mo, '35? ^ 

A '35# pardon mo. 

Q And could you turn back to page 1 of your report 
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and explain why it wa. that Citlaa Service filed for 
exemption? If you will loot at the leet paragraph on 
the first peg. of your report, the third line, would you 
please read the first sentence of the last paragraph on 

that report? 

A -Cities in three of its sub-holding companies 
(Cities service Power and bight Company. Federal Light and 
Traction Con^any, and Arkansas Satur.l Gas Corporation) 
after filing petition for exemption from registration 
under the Act which was denied by Securities and E*ch«,. 
Cohesion (referred to as SEC or the Commission) on 
Docenbor 23, 1940, registered as a holding oespeny unde* 

tho Act on January 29, 1941. 

Q Does that Indicate to you the deaire of the 

Cities service Company to rush head-long into tho protective 

I 

arras of the SEC? 

A This is before there was the likelihood that 
tho sec would make them simplify. They were trying 
to stay outside of tho influence of tho SEC for - the 
influence of tho SEC on any of their corporate activities 
at that time. After December 23rd, 1940. when the SEC 
denied their request for exemption, they knew that they 
were going to have to bo guided by what tho SEC thought 
was proper under the circumstances. 


,0V,,.... o.vt.'C, ..... '*»*- 
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q At what point In time would companies potentially 
covered by the Public Otlllty Holding company Act realize 
that the Securities end Exchange Commission would requlro 
simplification of their corporate structures? 

X I don't know. 1 couldn't identify the date, 
but I believe that any time after they registered as | 

a holding company, they could have become .ware that 
the SEC was emphasising corporate simplification. 

q And they wou." not be aware of that before 
they registered? It wouldn't bo common knowledge. 

A 1 don't remember historically whether the SEC 
had handled enough of these plans to have indicated 
to the public and to the public utilises what its 
attitude would be, but I am confident that before the plan 
was proposed on November 20, 1945, that the Cities Service 
people and the other people in the public utility field 
should have realised that the SEC was emphasising corporate 

simplification. 

q it is also quite possible that the people 
in the corporate field would have recognised the SEC's 
emphasis on corporate simplification any time between 

1935 and 1937, isn’t that right? 

X 1 wouldn't know for certain but I wouldn't 

believe so because I don't believe the SEC poliolM 
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had beoo:*e evident by that tine. 

Q Dut yc.u don't know? 

A I am just giving you my opinion. 

Q I would like, Mr. O'Farrell, for you to look at 
the top of page 2 tnd the first complete sentence 
on that page, starting, "The first plan.” 

Could you read that sentence to us? 

A "The first plan was merely a gesture on the part 
of Cities and it, under prodding and direction of the Commiso; 
slowly proceeded to divest itself of its public utilities 
properties and concentrated its corporate activites in 
non-utilities industries, principally the oil and gas 
business•* 

Q Did you review the first plan proposed by Cities 
Service? 

| 

A I read the summary of it. 

Q Did you review any of the corporate records which 
would reflect the feeling on the part of Cities Service 

I 

that they should make only an empty gesture? 

A I didn't say that they had the feeling they 
should make an onpty gesture. That was my conclusion 
concerning the plan they presented. 

Q So you would amend that sentence, I guess, instead 


of stating flatly that the first plan waa merely a 
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gesture, that looking at the suranaries of the first 
plan you concluded it was merely a guosture, Is that 

correct? 

A No, I wouldn’t have to amend the sentence. 

I think the sentence speaks for itself. I ® 01 using ^ 
words, "empty gesture." X didn't say cities Service 
made an empty gesture. X am saying it was an empty gesture 

what they did make. 

q How, X would invite your attention to page 4 
of Defendant's Exhibit C, and In tho first paragraph of 
the text under the table which appears at the top of the 
page, if you will road the second sentence of that para¬ 
graph for us beginning, "Cities was paying." 

A -Cities was paying S per cent on its debentures 

and was obligated to pay 6 per cent on its preferred 
and preference stock so it was highly advantageous for 
It to refund its debt and senior equity securities at 

1945-1947 market yield rates." 

q Did it, in fact, refund its debt existing on 

that date or did it pay it in cash? 

a Hell, in substance it refunded It because they 

started out with a million — 1.5 million dollars of 
before the plan, and they ended up with 150 million dollars 
in debt after tho plan, and then as the plan progressed 
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1 

they reduced that to roughly 90 million dollars in debt. 


1 

so far as the corporate structure was concerned. 


1 

there was no great change in the debt situation; it was 


1 

what would be normally considered a refunding if it had 


1 6 

stood on its own feet alone. 


1 

Q Well, isn't it your understanding of this case 


1 8 

that the 3 per cent debentures were issued in exchange 


1 9 

for the preferred stock and only for that purpose? 


10 

A They wore part of a plan which was used to 


11 

retire both 5 per cent debentures and to eliminate preferred 


12 

and preference stocks and arroarago. 


13 

Q To whom did the new 3 per cent debentures go when 


14 

they were issued? 


15 

A They went to the holders of the preferred and 


16 

1 

preference stock. 


17 

Q And to whom did the 40 million dollars in cash go? 


18 

A It went to the holders of the 5 per cent debentures 

• 

19 

Q So the 5 per cent debenture was not refunded 


20 

i 

in tlio ordinary sense of the use of that word, isn't 


21 

that corroct? 


22 

A Well, inside of the corporation, before the 


23 

event, were debentures ,cash and preferred and preference 


24 

stocks. After the event thoro were debentures only. 


25 

0 If a 5 per cent debenture holder wantod some 


• 
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part of the now 3 par cant debentures, was ha an titled 
to that or waa hia option eolely cash? 

A wall, the consideration given for the 5 par cent 
debentures waa cash, 

Q So f we are talking really, are we, of refunding 
the senior securities, the preferred and preference 
shares? 

A Maybe we are talking about different things. 

You are talking about it apparently from the standpoint 
of the holder of the debentures and X an talking about 
it from the standpoint of Cities Service, that they start 
out with 3 per oent debentures, they end up with 3 
por oftnt dobenturoa, which ic tantamount really to a 
refunding operation. 

0 Woll, is the usual refunding operation limited 
to a floating of new debt to retire old debt? 

A That's generally what they think about when thoy 
talk about a refunding operation. 

g As a security analyst, when senior equity 
securities are replaced by dobt securities, do you regard 
t-h*t on refunding? 

A No, that's ortUrf\«-<ly an exchange. 

rj ]'.w, ti e balance of the paragraph refers 
o the i itirument of the debentures with o«Hh, and tho 

off the intoront in Ohio Vublic SorviOe, Toledo 
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Edison, Federal Light and Traotioo Ooapuy. 

I will ask you. Hr. O'Farrell, could Citlas 
Service wholly outside the plan, if the SEC had never 
assorted jurisdiction, could Citia Service have paid off 
the debentures with its 40 million in cash? 

A I'd assume it could. Z don't think there is 
anything to keep it from it. 

Q Could it hove sold any assets it chose to 
sail and apply the proceeds of sale to the reduction of 
debt without a plan? 

A Yes, air. 

0 Could it have callod e preferred stock without 
a plan? 

a And paid the redemption price plus the 
arrearage. 

Q Would you please refer to page 8 of Defendant's 
Exhibit C, particularly the last sentence of the first 
paragraph on that page, beginning, "Consequently the worth" 
could you read that sentence for us, ploase? 

A Tho last sentence of the first paragraph? 

Q Right. 

A "Conrsoquontly, tho worth to the company was 

not rin <!i.e;nont In tho approval of Cltiaw 1 plan and plnrs 
ol 11ho corpaniea." 
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q I would ask you is "worth* to the company a value 
usually derivod in and considered by security analysts? 

A Sometimes it is. I would say ttuit a situation 

like this is rather unique from the valuation standpoint 
where you are only considering the value to the company 
of the removal of part of its corporate securities. 

q Now, in your experience, except for this 
case, have you ever had occasion to derive a value stated 

to bo, "worth to the company"? 

A That might coma up in almost any valuation because 

the buyer of any property is certainly interested in the 
worth of it to him and the price he will pay is a 
reflection of that worth to himself. 

q Now, in connection with the statement of values 

of securities and equities generally, have you ever used 

the measure, "worth to the company ? 

A Yfell, there are other words that can be used 

in place of the "worth" there, but the import of them 
would bo practically the same as if you would uoo 
"worth." I don’t know that I can identify the use of 
the word "worth" but the situation would bo one in 
which you could use the word "worth," the advantage to 
the company, the economic advantage to the company, or 
the financial advantage to the company or the convenience 
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to the company that was Involved in this particular 
transaction. Those things could all be considered 

as a worth to the company. * -»i-. 

q In fixing the value of preferred or common 
stocks do you look to -worth to the company" in establishing 

value? 

A Well, it’s a play on words, but "worth" and 
"valuo" in a good part of these situations are the same 

thing. 

0 Well, generally speaking, in seeking to appraise 
a value of a security, a preferred stock, you look to 
what criterion? 

A You look to a lot of factors in valuing common 
stock, in a situation like the evaluation of a common 
stock I would think that "worth" and "value" would bo 
practically anonymous. 
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q And when you say value in appraisal, you are 
talking about fair market value, is that correct? 

A If you are doing it for the Internal Revonuo 
Service, you are usually talking about fair market value, 
though you might bo doing a valuation in which there is 
another value, insurable value, something like that 
which night be involved. 

q In not talking about anything except the value 

of preferred or common stocks, do you look to fair 

market value or to value to the company? 

A If they request fair market value, you got 

fair market value. If they request something else, 

you get that. 

In most of our appraisals in the Internal 
Revenue, wo are dealing with fair market value but we 
arc always dealing with fair market value and in this 
instance, we wore not dealing with fair market value as 
a request. We wore trying to define a value to the 

plaintiff. 

q So it would not surprise you that the 

Securities & Exchange Commission docs not use value to 
thoconpany in Its appraisal of the fairness and equity of 

a proposed exchange; is that correct? 

A I don't believe that they treated that at all, 
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2 

of the value to the company, in the SEC. 1 


3 

q Do thoy, however, look to a measure that could | 

r 

4 

be denominated, worth to a junior debt or^q^ity security 


5 

in analyzing the plan looking toward its approval or 


6 

disprovalV [ 


7 

A Thoy use some kind of a phraseology that 1 


8 

brought equity into it and they were thinking in terras 


9 

of equitable exchanges or equitable transactions or situ¬ 


10 

ations where equity was the guiding principle and they 


11 

were not dealing with the values in the manner in which 


12 

the appraiser ordinarily deals with it. J 


13 

q VTould you accept fair and equitable as the SEC j 


14 

standard here? 


15 

A I believe that was the term they used. j 


16 

q In applying the fair and equitable standard, | 


17 

did the Securities & Exchange Commission look to the j 


18 

various classes of securityholder, debt and equity? 


19 

A Thoy drew their conclusions concerning each j 


20 

jt the securities in which they had something to do with 


21 

in this particular simplification. I moan, if there 


22 

were three different kinds of securities, thoy would 


23 

consider each one of then separate and their interest was 

• 

24 

in seeing that each of the throe received oquitable treat¬ 


25 

ment. j 
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• Q From the standpoint of the holder, correct? 

A I bellevo that they wero also thinking of the 
company itself and vhat X remember of the. philosophical 
concepts that were developed in this series of events, 
multiplicity of plans that they passed on, at least it was 
concluded that they were giving concern to tho companies 
themselves as separate from the stockholders and the 
debtors - I mean the creditors in the company. 

q So it is not an accurate statement to say that 

worth to the company was not one of the SEC criterion, 

is that what you are saying? 

A I am not saying that. I am saying they were 

thinking of the future of the company at that time as well 
as what was taking place between the company and the 
individual stockholders. 

q in applying the fairness and Equity standard, 

did they apply that to the company or did they apply it 

only to the holders of tho securities? 

A The fair and equitable standards were apparently 

applied in seeing to it there,.was an equitable treatment 

botv/een different securityholders. 

0 50 that the SEC recognizes the difference, for 

examples of tho interest of the company, the interest of 

the debt holder, the common stockholder and the preferred. 
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stockholder, is that correct? 

A Would you mind repeating that, I didn t quite 

get the drift. . 

MR. CASEY: VJould you read the question. 

(Question read.) 

MR. WILSON: I object to the question, your 
Honor. This has gone pretty far afield. The witness 
is not here as an expert on what the SEC's legal position 


was. 


MR. CASEY: lie predicated his report on what 


the SEC does. 

THE COURT: I will permit him to testify. 

I don’t know how relevant it is, though. 

A I think that they give consideration to each 

one of then separately and oach one together. 

q Could I ask you to turn to page 9 of Defendant’s 

Exhibit C. 

The first paragraph, the first full paragraph 
on the page beginning after the quote, would you look at 

the third sentence, I believe-it is, starting with 

* 

’As a holding. . •* 

Do you see that? 

A In the first paragraph? 

q The first full paragraph. It is after the 
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quote. It is eight linos up from the bottom of that 
paragraph. 

A Yes. * -aij 

q Could you read that sentence, please? 

A "As a holding company primarily. Cities could 

have paid out a high percentage of those earnings, but 
for conservatism assuming conventional low payout of 
50 per cent, the total annual dividend would be 

$6,750,000." 

q Could you explain what you mean by "as a 

holding company primarily"? 

A Cities Service Company was a holding company 

and if you had been considering what Cities Service Company 
itself had available, it had available moneys as a holding 
company and it didn’t have to keep a largo reserve. 

It was kind of a vehicle between the operating companies 
and the stockholders for the transmission of earnings of 
operating companies to stockholders of the holding 
company. 

So, it is usually recognized in financial analysis 
that holding companies need to retain just a token amount 
of what they received so they can pay out ordinarily 90 
per cent or more of the earnings that they have after 
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But, in thirs particular instance, the Cities 
Service was being considered in the consolidated sense 
and in that sense, it was a large operating. company and 
it couldn't pay out, at least conventionally, a great 
amount of their earnings like a holding company. 

So, I used an estimate of 50 per cent of their 
earnings as a proper payout for then and the circumstances 
in which they were at that particular tine. 

q The very lost sentence of that sane paragraph, 

beginning "Using the company estimates," Mr. O'Farrell, 
would you read that? 

A "Using the company estinateo as apparently 
accepted by the Commission, this $6,750,000 was a reason¬ 
able minimum yield that the common stockholders could 
anticipate from removal of the 'barriers' presented by 
preferred and preference stockholders and their dividend 

claim." 

q This yield you talk about is pertinent not to 

Cities Service Company but to Cities Service common stock 
holdors, is that correct? 

A It is pertinent to both of them. One pays 
it, one receives it. 

0 The reasonable yield to which you rofor was 

the yield to the common stockholder, correct? 
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A Well, the yield is normally thought of of 
what return you received on your investment but also the 
term is used by tho people that pay it also.. 

q How do you use it here? You said yield to 


common stockholders. 

A Yield to common stockholders was the way it 

was used in that particular sentence. 

q The second sentence of the last paragraph 

boginning nt tho bottom of page 9 and carrying over to 
pogo 59, tho bottom of page 9, tho word -However, uaing 

Cities' own projections. . . 

Could you read that sentence for us? 

A *However, using Cities own projections of 

earnings and a low payout ratio, the activation of the 
plan and release of its common from burden of the senior 
stock dividends and barrier of dividend arrears had, on 
a potential yield basis, a current value of $135 million 
to Cities common stockholders, for which Cities was 
corporate alter ego, proxy, vehicle and instrument." 
q could you explain that sentence to us? 

A The first part of the sentence refers to the 

capitalization of tho annual yield 

0 I air. sorry, I don't want to burden you with 

that. I am primarily interested in that portion of the 
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sentence which says, "A current value of 135 million 
to Cities common stockholders for which Cities was 
corporate alter ego, proxy vehicle and Instrument." 

Could you explain what you meant by that? 

A The Cities was a financial projection of the 
risks and the aspirations and anticipations of their 
common stockholders within the limited range in which 
Cities Servico operated and within the limited range in 
which they had risked their capital and Cities, as it 
stood, was a piece of paper put out by sone £e^retary of 
State of some state and gave it a right to operate under 
the laws of that state as an artificial person. But, 
in actuality, it was a group enterprise that had been 
formed by the common stockholders and they took the risk 
and they expected the gains from the enterprise. 

Q So they are one and the same, in other words? 

MR. WILSON: I object. The witness clearly 

did not finish his answer. 

0 I am sorry, I didn't mean to interrupt you. 

A And, as I said, in a limited fiold, which was 

/ 

confined to the amount of money they have put up in the 
operating parameters guiding Cities Servico, it was 
merely their expression in the industrial world and 
had no particular meaning to others as a vehicle. 


lOUTMrnN Dl.T ’iCT COUNT NtNONTfNt. U.t. COUNT HOUSE 







A 509 

ks9 O’Farrell-croas 3 22 

Q So they were one and the sane, the common 

v 

stockholders and the corporation, they were the same? 

A If you had to identify the Cities Service with 
any personalities, it would be their common stockholders. 

Q In your opinion, the common stockholders 
and Cities Service is the same? 

A VJhen you speak of what is good for Cities 
or harmful for Cities, you are fundamentally talking about 
what is good for the common stockholders or harmful to 
the common stockholders within the linitr* in which they 
were involved. 

Q In other words, they are one and the same, in 
your opinion? 

A Substantially so. 

Q What is a dividend, Mr. O'Farrell? 

A A dividend is a payment of a corporation to 

the stockholders, usuully in a stated annual amount but 
it may be paid monthly, quarterly, semi-annually or 
annually. 

Q What is the source of dividends? 

A It is in the earnings of the company outside of 
all tho obligations of the company. 

Q Tho earnings of the company are taxed to the 
company? 
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A That would be one of the obligations that would 

3 

come out of it before it was available for dividends. 

4 

Q And the dividends representing what is left 

5 

of those earnings and available for distribution and 

6 

declared would be taxed to the stockholders? 

7 

A Yes. 

a 

8 

0 If the corporation realized a capital gain 

9 

and paid a capital gain tax and distributed the proceeds 

10 

of that sale out as part of a dividend, would it be taxed 

11 

a gain to the stockholders? 

12 

A No. 

13 

Q It would not be taxed a gain to the stockholder? 

14 

A No. 

15 

Q Are you testifying that if Cities Service sold 

16 

assets £>r consideration of $5 million for which they 

17 

had an adjusted tax base of a million dollars and realized 

18 

a gain of $4 million and reported the gain and put the 

19 

balance in its treasury, that the stockholder who received 

20 

a dividend out of those funds would not bo taxed; is 

21 

that correct? 

22 

A I don’t know what the tax rules in detail wore 

23 

at that time, the tax laws and regulations. 

24 

If you returned the proceeds from the sale of 

25 

capital, it is a capital return and if he has returned 
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a gain on his investment, he has to pay a capital gain 
on it. 

Thero are several conventions-that can be used, 
apparently, and I don't know that it is clear in all 
periods of their operation of the Internal Revenue laws 
that you would pay on gains as you received them or 
paid on gains after you have obtained the full return of 

your capital investment. 

So, I couldn't say at that particular tine 

what treatment would be given capital gains. 

Q Looking at it today, assume for purpose of this 
question that Cities Service eold assets, $4 or $5 million 
realizing a $4 million gain and paying the applicable 
capital gains tax on the sale? 

HR. WILSON: I object to the question. 

THE COURT: I thought we were interested in 
1947, 1946? It is interesting. 

HR. CASEY: Your Honor, the witness has 

testified he doe-in't know what the tax law was applicaele 

to this kind of a transaction.- 

THE COURT: I don't believe he was called as 

an export on tax laws. He was called as an expert 
on valuation. I may be wrong. 
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BY MR. CASEY: 


Mr. O'Farrell, do you know whether a sinking 


fund provision was required under the 3 pat-jop 1 '** 


debentures which were issued in exchange for the 


preferred and preference shares here? 


Yes, sir. 


Was there a sinking fund? 


There was. 


What was the amount? 


A nillion and a half a year, I beli ve. 


q bid you reflect the deduction of available 


earnings to reflect that sinking fund requirement in 


your projections here? 


I don't know where they would specifically 


cone .-.n my projections. If they were allowed for net 


earnings that I used fron the SEC report, they were taken 


care of. 


THE COURT: Why don't wo ake a short recess. 


(Recess.) 


BY MR. CASEY: 


I 

Mr. O'Farrell, I will ask you to turn to 


page 10 of your report, Defendant's Exhibit C. 


Could you explain to the Court the difference 


between a debt security and an equity security? 
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A There nay bo a number of differences, but the 
prino difference is, the. debt security is an obligation 
that is enforceable under lawand the equity security 
is a voluntary invostnent that ordinarily contains rights 
that are only effective on liquidation of the security. 

Q Is the yield on a debt security a natter of 
corporate discretion to be declared every year, for 
example? 

A No, it is ordinarily included in the indenture. 

Q Is the yield on an equity security a natter of 

corporate discretion? 

A It is at the will of the directors if they use 
reasonable judgment. 

Q *7hat point in tine does a dividond on an 
equity security become an enforceable obligation, do you 
know? 

A The yield on an equity security can be enforced 
by the stockholders if they in a majority express their 
will to directors, through the directors. Ordinarily, 
if the directors do not act, the stockholders have to go 
to court, generally, with a stockholders derivative 
action, 

Q And the yield on a debt security would be 
characterized ns interest? 
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On a debt security, yes. 


0 The yield on an equity security would be 
classified as a dividend? 


A Yes. 

Q Are the preferred and preference shares hero 
involved equity securities? 

A They are labeled equity securities, although 

they don't have the characteristics of common stock which 
are the true equity securities. 

0 Do they have characteristics of debt? 

A More characteristics of debt than they have of 

common stock. 


Q Does the debt security generally carry voting 
rights with it? 

A Debt security? lJo. The preferred stock 
generally doesn't carry voting rights. 

Q Did these preferred and prefrence shares? 

A They did have voting rights. 

Q For your purposes, did you regard the preferred 
and preference shares as equity, securities in your 
analysis? 

A That is the general classification for then and 
I followed that if I had to classify them as equity or 
debt. 
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q Can you tell us what cash flow is f If you 

know? 

A That is ordinarily the amountmoney that is 
left in the corporate treasury at the end of the year 
or accounting amount at the end of the year that did not 
have to be paid out that year which resulted from 

operations during the year. 

q Interest would bo a fixed charge against that 

cash flow; in that correct? 

A Interest is usually taken before the cash flow 

is calculated. 

q The sinking fund requirement, is that also a 

charge against the earnings or the revenues of the 
company before the cash flow is determined? 

A I don’t know whether — in accounting conven¬ 

tions, the sinking fund is a provision for capital retire¬ 
ment and it is normally not considered an expense of the 
company, I believe. 

q Looking to the paragraph at the top of page 10, 

could you tell us how you derived the value of 
$137,706,950, reflected on the second line from the 

bottom of that paragraph? 

A You want mo to read it? 

q ho, just tell us how you derived it. 


ftOUTMCMN DISTRICT COUHT HtPOUTtRS. U.S. COUMMOUSf 







A 516 

rks O'Farrell-cross 329 

A The value to tho Cities Service of removing 
the dividend arrears and tho preferred and preference 
stock/ ia the value that ia being looked for and t»s 
explained previously, the value to Cities Service is, to 
me, obviously, tho value to the common stockholders. 

The value to the common stockholders will arise 
through them being able to participate in the profits of 
thii company and to participate in the profits of tho 
company, the first thing that has to be done, they have 
to remove the barrier of the arrears and the arrears' were 
stated, which probably were correct, at $49,671,950. 

The first stop in the common stockholders having 
access to the earnings of tho company wodld be to remove 
the arrears and they were worth their stated amount as 
far as their removal and that would be 49 million some 
thousand. 

That left them with an obligation if they were 
going to pay common stock dividends, an obligation of 
$3,500,000 some-odd a year of preferred dividends that 
had to bo paid bo fore the corunon stock could participate 
in the earnings. At that particular tine, tho going 
rato of yield on preferred stock was about 3-3/4 per 
cent. I used a little higher figuro, allowing some 
cushion, of 4 per cent. 
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0 Now, X take It, Mr. OTarrell, that If the 
measure, the 4 psr osnt that you derived from your attach¬ 
ment No. 1, had gone down to say 2 par oaat, that this 
would have had an enormous impact on the value of the 
stated value of the preferred, is that right? It would 
have been worth three times as much. 

A Not the stated value• But what they represented 
to Cities Service at that time. Cities Service is 
interested in dividends in that they represent to thorn 
a payment for capital. 

Q Sure. 

A If they had to pay a three and a half million 
dollar dividend that represented to them in that market 
place a payment of GO million dollars ^fox^th of capital 

0 Therefore, as I said earlier, if the other 
prcferred3 had fallen to an average rata of 2 per cent, 
thu valuo to Cities Service common shareholders of the 
existing preferred and preference ohares would be three 
tines an much aa its stated value, isn't that right, under 
your approach? 

A !*• \-ould represent that much capital at that 

Li: a. 

V< So that clso the more dividends that 


V* 1 


• 1 and acjuriiui nod, the More valuable the 
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preferred stock was, Isn’t that correct? 

A Not tho noro valuable tho preferred stock was, 

tho more tho Cities Service had to pay to covor the 

" • 

earnings for tho coi.mon. 

q So the noro value to Cities Service then, is 

40 

that correct? 

A It would have boon noro value to it then because 
it would represent, if you removed it, you were removing 
noro than you wore removing at an earlier date. 

q so that tho stated yield is what you used, is 

that correct, in reaching this valuation? 

A Tho obligation thoy had to pay before they 

could pay common dividend. 

q What was the actual yield on the preferred and 

preference shares? 

A Actual yield on it? Up to that dato, since 
ID32, with the oacaption of part of 1941 I believe, 
the yiold had been zero. 

0 So that not having to pay out anything, actually, 

you could support almost an infinity of valuo? 

A Yes, if people gave you your nonoy free, it 
didn’t cost you anything, your capital would be quite 


voluminous. 


So it in really a shano that in issuing this 
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preferred and preference eharea, that they didn't have 
a stated yield of 50 per cent, because when they callod 
it in, they would have had a lot more intrinsic value 
to tho company, isn't that correct, in your approach? 

A 1 don't quite follow that. 


Q Well, they weren't paying anything out in any 
evont, but tho accumulation of dividends which had 
passed and were not paid, represented value dollar for 
dollar, so tho more you could stack up there, tho more 
value Cities Service would realize when it issued these 
debentures, isn't that correct, under your approach? 

A Ho, I don't think that's my approach at all. 

Q Well, f your approach is they had 49 million 
dollars worth of accumulated arrearages, and theroforo 
in determining tho value to Cities Service concwn share- 
holders and therefore to Cities Servico, in your opinion, 
that it contributed 49 million dollars of tho 137 million 
dollars you derived on page 10, isn't that correct? 

A Tho valuation as t"> the figure for Cities Service, 
what value it was to them to remove thcro barriers. 

At that particular tine tho removal of the 
harriers consisted of tho removal of tho arrears which 
its face amount was 49 million. Also, the renoval 
of tho nocosnity of paying out threo million and a half 
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dollars a year. Tho preferred stock was juat paper to 
then unless thoy had to pay something on It. To pay 
dividend on tho common thoy had to pay something on tho 
preferrod and preference, and that something was throe 
and a half million dollars a year. 

0 Now, if Citio3 Service in 1947 discovered a 
new oil field which had a present value in 1947 of, 
say, 400 million dollars, would you expect the announcement 
of thet discovery to have an effect on tho price of tho 
Citioa Service common stock? 

A If thoy weren’t paying any dividend, it wouldn't 
have near as much effect on it aa it would if thoy had 
been paying dividends in ray opinion, because tho stock¬ 
holders were at this particular tine conditioned to not 
receiving dividends, so their responses probably wouldn't 
havo boon as great as if thoy wore in a normal corporate 
situation whero groat incroane 3 in the prosperity of 
tho company go down to the stockholders. 

0 low much \rauld you expect them to — how much 
would you oxpoct tho stock narket price of the common 

stock to appreciate with an announcement of a 400 aillion 
dollar discovery? 

A I couldn't even guess. 

MR. WILSON i I object to the question. 
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2 

TUT COURT, Do you want the witness to guess? 

3 

MR. CASE*, No, slr , but J vmuld 1JJto the 

( ' 4 

witness to answer. j 

5 

THE COURT: go ahead. 

6 

A I could hardly guess at it. 

7 

Q But it would have some? 1 

8 

would nay every favorable announcement has 1 

9 

some response to the common stock. 

10 

o ^ «0 niUion dolisrs would have a signifi¬ 

11 

cant inpact on tho price of the common stock? 

12 

A In that situation than I don't know what the 

13 

effoot would be. I 

14 

Q Supposing that thorn was an oil field with a 

15 

present value of 400 million dollars which Cities Service 

16 

could purchase for a consideration of 115 nlllion dollars. 

17 

would you expect then to take that purchase, cities 

18 

Service or any hypothetical company? 

19 

A If they were in the business and had tho neans. 

20 

I would say that it would be a bargain purchase. 

21 

0 Mow, would that kind of a bargain purchase 

22 

increase the stock narkot price of the common stock 

23 

in your opinion? 

24 

A If it were publicised, I would say it would have 

25 

sono favorable offeet on it. 
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Q Now, who controlled Cities Service, which 
group of stockholders controlled Cities Service Company? 

A I never could identify any block or group 
of stockholders. 


Q I should rephrase the question. 

In your opinion, did the common shareholders 
control Cities Service Company? 

A In total, I assume they did, like they do 
in all corporations, through their vote for the directors, 
but there is no certainty in my mind that that was an 
expression of anything more than lassitude of indifference 
because of the fact that it. was held in very small 
holdings and no particular individual cr group could ex¬ 
press his own wishes through his vote. 

Q But the common shareholders controlled Cities 
Service Company, is that correct? They havo the voting 
control in Cities Service. 

A Ultimately they had the control, and — 

Q I would invito your attention — 

MR. WILSON: Your Honor, I object. Again, 
the witness has not finished his answer. 

Q I an sorry, I don't mean to interrupt you. 

THE COURT: I think ho 3aid the common 
stockholders had actual control, they had more r 
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votes than anybody else. 

MR. WILSON f Without putting any words in the 

witness' mouth, I think there may have been more to the 

witness' answer. 

q Was your answer complete? 

THE COUKT: I don't see the relevance anyway, 

but I may be a little thick on the thing. 

0 nad you finished your answer to the previous 

question? 

A I don't know now what — I don't know of any 
other answer than the common stockholder did control it. 
q Could I invite your attention to attachment No. 

8 of your report, Defendant's Exhibit C. 

Could you toll us what the line "Net Income" 

I 

means in this report, in this attachment? 

A That was not incono after taxes, I believe. 

q What? 

A Net income after taxes. 
q /u\d was it also after fixed charges? 

A Yes, sir. 

q So this, in effect, was the net income available 
to tho common shareholders, is that correct? 

A The top line. 

Q Right. 
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Now, applying your 50 per cent payoff rate, 
and your capitalization rate at 5 per cent, could you tell 
us what the value to Cities Service of the 40 million 
dollars net income represented? How much? - j 

A About 400 million dollars. ! 

q 400 million dollars, So that on the actual figures 
for 1947, using your own analysis and approach to valuation, 
yo’. would put a value of 400 million dollars to the 
company in eliminating the preferred and preference shares, 

• I 

is that correct? 

A That is using only the 1947. The figure I used 
v/an a figure that was taken as a projection of the future, 
far into the future, not just *47. I used the M7 figure, 
but the valuation of the common stock does not rest 

I 

on ono year's earnings. ! 

q Dut you did use the projected 1947 figure, 

correct? 

A Yes, I used that. I projected the one that was 
vised by the SEC. 

q And the actual 1947 figure was 40 nillion 
dollars net income, which yioids a value to Cities Service 
Company of 400 million dollars in eliminating the 
proferrod and preference shares, is that correct? 

| A On the basis of that ono figure and tho capitaliza- 
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2 

tion of the yield that could be obtained from that earning. 

3 

it would have been 400 million dollars. 

4 

Q Now, continuing to look at attachment No. 8, 

■ • 

5 

and again at the net income, top line, could'you 

6 

characterize for us the earnings performance of Cities 

7 

Service Company from 1941 through 1944 in the sense, was 

>» 

8 

it improving, or going downhill, was there any noticeable 

9 

trond? 

10 

A It improved comowhat on the net income basis. 

11 

Q Now, the improvement between 1945 and 1944 was 

12 

what percentage? * 

13 

A On the not income, the first line? 

14 

Q Yes, sir. 

15 

A It was about nine and a half million dollars 

16 

on $17,000,000. It would have been better than 50 per cent. 

17 

Q Yesterday you had some reservation about using 1945, 

18 

r,o we will skip that, and I will ask you to compare the 

19 

percentage increase of net income from 1946 to 1947. 

20 

A That was a littla leas than 50 per cent, somewhere 

21 

in the forties. 

22 

Q And tho porcentayo increase then from 1944 

23 

to 1947 was what? 

24 

A Roughly 140 por cent. , 

25 

Q So that over a throo year period tho not income 
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of the company rose 140 per cent, is that your testimony 
K well, roughly. I didn't say exactly. 
q Yes, I understand. Roughly 140. 
q would you expect the common stock^ricea to 
reflect this kind of growth In earnings between'44 and 


Mo, sir. 

Ho, sir? 

Ho, sir. 

So that earnings have no bearing on the coroson 


stock? 


A They have bearing but they were not as significant 
as they would ordinarily bo because of the nondlvidond 
paying practice and policy of Cities Service at that tine. 

q I want to bo sure I understand you. Are you 
saying It had no bearing or that It had a lesser bearing 
th an it would have had If the dividend policy — 

A I think It would have had a lessor bearing. 
q But it would havo had a bearing? 

A I think any incrcaao in earnings ordinarily 

effocto the common stock market prices. 

q hro there other companies, for example. 
International Business r-ichine, which has a relatively 
low yield but high value in your judgment? 
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MR. V7ILS0Nt Your Honor, could wo just have 
a date fixod on tho question? 
q Well — 

THE COUHTs In 1947? ‘ r -; 

q Well, in 1947, did you know of any companies 
which enjoyed high stock market prices at relatively 
low yields? 

A I can't mention any, but I assume there were 

some. 

q now, this 400 million dollar asset'that you 
derived from looking at the 1947 not income, that is 
a corporate asset, I take it? Is that a corporate 
asset? 

A A corporate what? 

o Asset, tho value, the asset represented by 400 

w •* i 

million dollar value in eliminating tho preferred and 
preference stock, is that a Cities Service Company asset, 

or is it a common stockholder's assot? 

A You have asked mo. I answered the question. 

If you took 40 million dollars after taxes and capitalized 
t i-t on the basis I did, at a "S per cent yield, what would 

it amount to? 

I said it would amount to 400 hundred million 
dollars. I haven’t attached that to anything. 
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How, I don't understand froa your question 

what attachment you are making to that? 

q well, In going back to page 10 and taking the 

50 per cent payout and capitalizing it at 5 per cent, using 
the projected earnings, you had no problem in fixing a value 

of $88,035,000, is that right? 

A I have taken your hypothetical question and I 

have applied a 5 per cent yield, capitalization, to 40 
million dollars, reduced by 50 per cent, and I arrived 
mathematically at a 400 million dollars which la not part 

of my valuation at all, of course. 

0 well, I suggest to you you derived your value 

of 5137.700,950 by taking SO per cent of the projected 
earnings for 1947. representing the payout, and capitalizing 

that at 5 per cent, isn’t that what you did? 

A I did that. That was the valuation indication. 

yoa, sir. 

Q How, 1 am saying that if you substitute the 
actual figures for 1947 from your own report, attachment 
Ho. 0. and did the same thing, treating that net Income 
I as after taxes, you derive a 400 million dollar value, and 

you ggroo to that, is that correct? 

A I don't agreo that I arrived at any 400 million 

dollar value. 1 agree that I would obtain a 400 million 
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dollar figure If I worked through tho problem that you 
have propounded. But It has no relation to the value 
that I have estimated for the preferred and preference 
stocks to cities service at that particular "tine. 

q My difficulty hero, Mr. O' Farrell, is that as 

you testified you took what tho company projected 


its 1947 earnings would be, correct, and you took SO 
per cent of that projected oamlngs because 50 per cent 


was,in your opinion, the appropriate payoff level and 
you capitalized It at 5 per cent, correct? 

A I took tho figures from the SEC report which 1 
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table in the book for the year ending October 31, 

1946. 

This pro forma figure in the prcuforma adjusted 
figure were given in the next line after fixed charges, 
which is the normal way in which earnings before taxes 
are presented. 

And using that figure as is, I said and 
explained very carefully, a very conservative figure, 

I projoctcd it — not projected it, I used it as a very 
conservative estimate of future earnings before taxes, 
reduced it by 50 per cent to obtain earnings after taxes, 
reduced it by 50 per cent on tho basis of a 50 por cent pay¬ 
out, and arrived at $6,750,000 as the anticipated yield for 
tho common stock projected into tho future. 

I capitalized that at tho going yield rate as 
reported by Standard and Poor's as an average of 5 
per cent and obtained a 135 million dollar figure as what 
it was worth for tho common stockholders of Cities 
Service to bo able to remove the preferred and preference 
atock and tho arroarago and got, a reasonable return on their 

t 

investment. 

Q And you are saying that tho substitution of 
actual 1947 figures for the projected 1947 figures 
and tho application of a tax rata that was not pertinent 
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to 1947, that the substitution of tho actual numbers does not 
yield the value to Cities Service Company of eliminating 
tho preferred and preference shares? 

A You are giving too much emphasis to the actual and 
the projected earnings as the sole basis of using the j 

27 million dollars in the estimate, x concluded that 
that was a good figure to use because it was presented 
by tho SEC, but it was very much in koeping with tho 
actual that they had reportod in their report for the 
yoar ending October 31, 194C. j 

Q Right. And you say at the bottom of page 10 j 

of your report in tho double asterisk that "Reasonable 
accurate estimate for 1947 would havo been possible at 
itoy 27, 1947," so you used tho actual 1947 income before 
taxes and fixed charges, isn't that correct? 

A That has no bearing on ray estimate. Just j 

because the action - if I had known surely what the actual 
v;as, it wouldn't have necessarily been ray projection for i 
Uio future. This actual figuro was apparently considered 
by Cities Corvico very unusual, _because they only paid j 

out five million and something dividends in that year. 

They didn't pay out quite as nuch as 1 had anticipated, 
tha 750,000, because I was projecting beyond 1947. 

In 1947 the dividend they paid was between 5 and 6 million. 
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The next year they wont up to 10 million and something. 

But in that year there they themselves 
apporontly must have thought the 40 million dollarn was 
unusual because they only paid out about ono-oighth oi 
that in dividends. 

q Now, this value that you derived of 137 million 
dollars, is that in your opinion an asset of Cities Service 
Company or is it an asset of the common stockholders of 
Cities Service Company? 

A I don't know how the word "asset" comes into this 

q Is it a value pertinent? You said it was v/orth 
to Citic3 Service 137 million dollaro to get rid of 
tills preferred and preference shares. If it is worth 137 
million there ic a value attached to it, isn't that 
correct? 

A That's right. Worth or value. I will agree on 
the interchange of the words "worth" and value. 

q Well, is that "value" attributable to Cities 
Service Company or is that "value" attributable to the 
common stockholders of Cities Service Company? 

A It was a valuo for the common stockholders who 
were, n3 far a 3 I was concerned, ultimately Cities 
Service. 


25 


Thank you. I beliovo you testified on direct. 
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Mr. O'Farrell, that frequently, or in the course of your 

work, you appraise operating companies, in that correct? 

A Yes, sir. 

Q And in appraising operating companies, do you do 
anything more than aggregate the value cf the physical assets 
of the company? 

A Generally. 

Q What else do you dor 

A Wo project their earnings and make a study oC 
th®i^ future proopects and tho Industry in which they are 
located, their competition, and if you can do so, an 
appraisal of the management of the company, the environment 
in which they operate, the ago and the effectiveness cf the 
assets that they are using. 

A great number of factors aro taken into 

I 

consideration. 

Q I would ask you to consider two hypothetical 
companies, both of them with physical assets of equal 
value and investment by shareholders of equal value, 
just to illustrate this point. 

If Company A earns $5 a share and pays out $1 a 
chore, and Company B oama $4 a share and pays out $2 a 
share, which company, which stock has the butter yield 
in your opinion? 

•i 

S 

southern oistrict court reporters u.s. COUHTMOUSC 




A 535 


18 raorf 


yield. 


valuo? 


O'Farrell - cross 


The one that pays out $2 a share, a higher 


Now, in your opinion which company has greater 


A It would depend on the industry. 

Q Assure the cane industry. 

A The sane industry? 

Q They are identical in all respects except for 
tho earnings and payout, the dividend policy. 

A I can't answer it categorically because in certain 
industries you can by analysis of pact pricing of the 
stocks got a pretty good indication that the dividend 
has been a detriment in stock pricing rather than an 
advantage in stock pricing. 

In other words, that where they paid out dividends 
it wan a negative factor in determining market price of 
the stock, bocause come of the investors or at 
least enough of them to effect the market pricing, had 
tho view that in certain growth industries it is 
detrimental to the company to pay out dividends as long 
as they are growing, no they consider a dividend payment 
a balck nark against them. 


nn. CA£5KY: Could we have just a minute, your 


honor? 
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tiie courrr» of course. 

(Pause.) 

HR. CASEY: Thank you, Mr. O’Farrell, I have 
no further questions. 

MR.WILSON: Ho further questions. 

TILE COURT: You aro excused. Thank you. 
(Wltnoss excused.) 
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MR. MURPHY: Your Honor, the next witness the 

Government puts forward is put forward by deposition. 

Which is Mr. Chandler. Hi. deposition 4a Defendant•s 
Exhibit E which is in ovidenco already in this court. 

It is available for your Honor to read at his leisure. 
However, as part of the transcript, the actual transcript 
put in at this time, unless it could bo assumed that the 
v/holo transcript has been read in, the Government would 
propose to read in various portions on which it would like 
to place principal reliance. 

THn C0UT *T* Whatever you want to do. It is an 
exhibit. You can also read whatever parts of it and 
plaintiffs can read whatever part they want. 

MR. TYRE: I would suggest the whole thing bo 
submitted if it is going to be submitted at all. 

THE COURT: Read the whole thing or just make 

it part of the record. 

MR. MURPHY: This is Defendant's Exhibit E. 

It is 50 pages. 

iHE COURT: IThat is your pleasure? 

/ 

MR. TYRE: I have an objection to the admission 

of the exhibit in the first place but that has already been 
acted upon and subject to that reservation, if it goes in 
at all, i \/ould like the whole thing to go in. 
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THI. COURT: It is in. It is just a quostion 
of if it was read. 

MR. TYRE: i wouldn't care tt>-liave it read. 

THE COURT: Only certain portions would bo rend 
that the Government wanted to stress and possibly there 
would be parts that the plaintiff wanted read that they 
thought was favorable to them. 

I am just trying to think of being able to 
close the day. 

Whatever you want to do is perfectly all right 

with me. 

MR. MURPHY: The purpose, your Honor, the 

Government would proposo to argue from certain remarks 
made in that deposition at the closing arguments of the 
case, hopefully today, 

THE COURT: How much of it do you want to read? 

MR. MURPHY: I think the Government would 

propose to read about ten pages all togothor. 

THE COURT: Then if plaintiff wants to road a 
portion of it — 

/ 

MP.. TYRE: I think it is necessary for us to 

put the whole thing in the record because we have objected 
continuously all along in the deposition. 

TnF COURT: It is all in the record. It is juotj 
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a question of what portions are read, what portions are not 
read but v/hich are available as part of the record. 

Why don't you go ahead. • 

MR. MURPHY: Your Honor, I will hand up to the 

Court Exhibit E and we will read from a Xerox copy. 

Ue note, your Honor, the original of this 
deposition has Loon filed in uhe court by letter that we 
have from the northern District of Illinois dated July 5, 
1972. It should bo on file some place with the other 
paperc in the ca3e. 

Beginning at page 2 at the bottom on direct 

examination by myself. 

"Q May I have your nano, please? 

"A Marvin Chandler. 

"Q And your address? 

"A Business? 

"Q Yes, sir. 

"A Fost Office Box 190, Aurora, Illinois, 60507. 

"Q Are you appearing hero pursuant to a subpoena, 


sir? 


M A Yen." 


Turning to page 4 in tho middle of that page. 
"0 Mr. Chandler, arc you willing to testify 
voluntarily as a paid witness for the United Gtato:, in 
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the proceedings Cities Service Company against the United 
States? 


"A Ho. .__ 4 

"Q Why not# sir? 

"A Well, regardless of my own personal desire to 
do 30 or not to do no, I decided it would bo inappropriate 
an an officer of the Northern Illinois Gas Company/ 
because of our potential business relationships with 
the Cities Service Company. We are a seeker of gas 
supplies in a period of gas shortage and liquid hydro¬ 
carbon feed stocks for the manufacture of gas. Cities 
Service is an explorer and producer of those commodities 
and we havo had discussions with them in the past and I 
didn t want to take any stand that might impair the 
present relationships of Northern Illinois Gas Company. 

”Q Do you havo any other reason besides that one 
given as to why you night not be willing to testify 
voluntarily for the Government in this proceeding? 

Well, that relationship I speak of goes both 
to tho corporate propriety, one night say, and also to ny 
own personal situation as a holder of some share units 
Northern Illinois Gas stock, which are equivalent for 
dividend purposes to shares of stock and the continuance 
of tho income from those units, or tho possession of those 
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units is contingent on not doing anything that would be 
harmful to the corporation. Co, of my own sense of 
concern with both ono of corporate propriety and personal 
interest, 1 want to do the right thing by Northern Illinois 
Gas Company and I vrant to do the right thing by Marvin 
Chandler. 

"Q Are you presently employed, sir? 

M A Yes. 

"Q Who is your employer? 

"A Northern Illinois Gas Company. 

U Q Do you have a position with that company? 

"A Yes, chairman of the executive committee. 

”q Hov/ long have you held that position? 

"A Since last June, a year ago. 

"Q Did you have a position with Northern Illinois 
Gas Company before you were chairman of the executive 
committee? 

"A Yes. 

"q What v;aa that position? 

"A Chairman and chief executive officer. 

"0 How long were you chairman and chief executive 
officer of northern Illinois Gas Company? 

"A Well, I think it night simplify it because the 
dates are not prcoiS' - in my mind to say that I became 
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president in November of 1954. Becnmo chie*f executive 
officer in addition to the presidency title in Juno of 
1955 and subsequently became chairman and .president and 
subsequent to that chairman, but I was chief executive 
officer from 1955 to June of 1971. The title changing 
somewhat over a period." 

me COURT* This is what you want to stress in 
your argument? 

MR. MURPHY: This is qualifications, your 

Honor. 


aIIE COURT: I can road the qualifications. 

MR. MURPHY: Just one thing. 

"A It is a major distributor of natural ga 3 over 
a territory in Northern Illinois. it is about the 
sixth largest distributor of natural gas in the United 
States. V/e do about $400 million worth of business a 
year." 


thing. 


THK COURT: I am going to read the entire 


MR. MURPHY: Your Honor, I would just liko to 
go on to page 26 and 27, after identifying the plan sub¬ 
mitted to the Src by Cities Service and the amended 
plan. 


V/e will go back into the quoted portion of 
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”Q Was the fir™ of Reis & Chandler, Inc. employed 
with respect to Rxhibitn D and G, "■ which -should read 
C and F, "and those are the both plans? 

"A Ye 3 . 

"Q When were tliey so employed? 

M A It wa 3 along in January 1947. 

' 0 Ey whon were they so employed? 

"A By the protective comittoe for the preferred 

stockholders of Cities Service. 

"Q What was the nature of the employment of Reis & 
Chandler? 


"A Well, wo were asked to examine the first plan, 
to see whether wo thought it treated the preferred 
stockholders fairly and equitably and prepared testimony 
with respect to our conclusions to bo given by the 
Securities t Exchange Commission, when it considered the 
plan. 

"Q Did you yourself work on that project for Reis & 
Chandler? 

“A Yes. 

"0 And what did you do with respect to that 
project? 

"A I looked primarily at the preferred stock, as 
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to what tho shareholders had and were giving up, what 
the value of the preferred shares was at that tine* 

"Q Did you reach an opinion in 1947 on whether 
the preferred and preference stocks dividend-arrear could 
and should have been paid in cash by Cities Service 
Coppany? 

"TV Yes. 

"Q What was that opinion? 

H A I concluded that they could have been and 

should have been paid in each. 

"Q What were the facts on which you based that 
opinion? 

"A I studied tho cash which seejned to be adequate, 
and working capital seemed to be adequate. It didn't 
seen to unduly impair or impede the Cities Service to pay 
the arrears." 

Then continuing on — 

MR. TYRE: Your Honor, should I interrupt 

when I want additional material in tho record or should I 
ask him to continue reading? 

THE COURT: I don't care. 

/ 

MR. TYRE: I would ask you to continue reading. 

MR. MURPHY: Continuing on to 33 and 34, your 
Honor, still examination by myself. 
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t 

2 

"Q 

Do you remember, Mr. Chandler, independent 


3 

of United 

States Exhibit 1 for identification, whether 

o 

4 

you reached an opinion as to the value in JJ147 of the 


5 

preferred 

and preference stocks? 


6 

"A 

Yes. 


7 

"Q 

Did you reach an opinion? 


8 

"A 

Yes. 


9 

“Q 

And do you remember that independent of this 


10 

exhibit which is in evidence? 

• 

11 

■A 

Yes. 


12 

"Q 

What is that opinion, sir? 


13 

"A 

I reached the conclusion that the arrears 


14 

could and 

should have been paid and that the investment 


15 

value of 

the preferred and preference issues or the arrears 


16 

paid and 

regular dividends paid, it would be in excess of 


17 

call price." 


18 


Skipping two lines, your Honor. 


19 

"0 

What were tho facts on which you based that 


20 

opinion? 



21 

"A 

Well, I studied the ^situation of Cities Service, 

c 

22 

i 

its financial statements, the coverage of preferred 

23 

dividends by any income which was and would be available 


24 

and I nade some comparisons with other preferreds, with 


25 

ready markets, to see whoro they were soiling on a yield 
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basis and concluded that on a yield basis that dividend 
rates on the Cities Service issues would carry them 
to a price moderately above the call prices*" 

Skipping, your Honor. 

Q What wore the reasons that you had which 
supported the opinion you reached back in 1947 ? 

A Well, the opinion was supported by the studies 
I made, which arc shown in Exhibit 1 and they related 
as I indicated, to dividend coverage on a corporate and 
consolidated basis, and financial ratios, various financial 
ratios such as the capitalization ratio, comparison of 
similar statistics on other companies, the market prices 
of other companies preferred, was selling at, yield on 
preferreds in general at that time, a raft of factors 
which a financial analyst would look at to reach an 
investment value decision." 

Then skipping to page 37, your Honor, there 
is a typo in this question and I will read it to correct 
the typo as it appears. 

THE COURT, What page? 

MR. MURPHY: Pago 37 , the last date .hould be 
May 27 , 1947 , not 27, 1927. 1 will read It correct. 

0 Mow, Mr. Chandler, I ask you do you hsve an 
opinion of tho value to Cities Sorvlco Company of their 



SOUTHERN DHTHICT COUW 


•1.1 r 





/ 


< -S 11 V . . 




“Chandler 


A 547 


preferred end preference stocks end the dividend arrearage, 
on then, received by Cities Service Company on May 27, 


1947? 

"A Yes. 

'Q And what is that opinion, sir? 

A I think Cities Service got a good buy, a good 

bargain in getting the preferreds dischargod at less 
than call price plus arrearo." 

The Government has nothing further to read. 

MB. TYRE: if your 1Ionor ploase> wlth re9ard 

to thin SEC transcript, and exhibit of Reis s chandler 
that was submitted, I have excerpts from the SEC hearings 
transcript that deal with the submission of that exhibit 
into the record at the SEC. 

With your Honor's permission, I would like to 
submit that portion of the hearings record into evidence 
in this case as a plaintiff's exhibit. 

I realize it is somewhat unusual but I am caught 
off base slightly by the fact that the defendant want, to 
read all this SEC business into-the record. 

However, I do have the complete transcript 
available and I will put that in the record. 

THE COURT: This was a deposition taken in this 
very action. i don't know what SEC business we aro 
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talking about. 

MR. TYRE: The exhibit attached to Mr. 

Chandler's deposition is an SEC exhibit antt this tran¬ 
script of the hearings at the SEC explains why it was 
submitted to the SEC and it has to do with that entire 
exhibit. 

THE COURT: We can receive it on the question 
of your objection to its receipt in evidence which I have 
already ruled on. 

MR. MURPHY: No objection, your Honor. 
(Plaintiff's Exhibit 7 was received in 
evidence.) 

THE COURT: Instead of calling another witness, 
we might as well adjourn to 2 o'clock. 

MR. MURPHY: We have only one more witness, the 
Government then will close. 

(Luncheon recess.) 
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2t00 p.m. 

MR. MURPHYt May it please the Court, your 
Honor, the Government calls Mr. Goulston. 

LEO GOULSTON, a witness, being 
first duly sworn, was examined and testified as 
follows: 


DIRECT EXAMINATION 
BY MR. MURPHY: 

Q May I have your address? 

A 1201 South Scott Street, Arlington, Virginia. 

Q Are you employed, sir? 

A Yes, sir. 

Q Who is your employer? 

A Internal Revenue Service. 

Q Are you assigned to any particular section 
within the Internal Revenue Service? 

A Valuation and Analysis Section. 

Q What are your duties in the Valuation and Analysis 
Section? 

A I am a financial analyst, I do research and 
analysis on stock valuations, write reports, assist 
attorneys and testify, if necessary. 

Q How long have you been in the v Valuation and 
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Goulston - direct 
Analysl. section of the Internal Revenue service? 

A Since July 1964. 

Q itouia you give the Court your.background and 
experience before you joined the Valuation and Analysis 
Section of Internal Revenue Service? 

A I attended the College of 8u.in.aa Administration 
School of Lav of uoaton University. I attended evening 
college at Boston University, I worked fron 1938 to 1946 
for Bache s Co. as an analyst and X wrote field report., 
visited Hew England corporations and wrote reports 
for the homo office. 

From 1947 through *50 X worked for Hagden, stone 
as an analyst, and from 1951 to 1957, x was vice-president 
of a manufacturing corporation, 1958 X was manager of 
Lovitt-Spooner which Is a branch office of Hosts * Co. 
of Hew York, and from 1959 to 1963 I was investment counselor 


18 

with Standard and Poor's and from 1964 to the present 

19 

I am a 

financial analyst with Internal Revenue Service 

20 

Q 

Did you recoivo a degree from your college? 

21 

A 

Yes.1 did, LLB from Boston University. 

22 

Q 

Bachelor of Laws? 

23 

A 

Bachelor of Laws. 

24 

Q 

Have you practiced law? 

25 

A 

No, sir. 
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Q Have you ever testified before la your statue ~ 

Vi,laaUon for the Internal Revenue Service? 

A Yes, I have. 

Q How many times? 

A About ten times. 

Q In vhat courts have you testified? 

A Court of Claims and the Tax Court generally. 

Q Are you familiar with Judge Mansfield's opinion 
handed down in this case? 

A I read it, yes. 

Q In the coureo of your duties for the Valuation and 
Analysis Section wore you asked to look into the exchange 
by Cities Service Company of preferred and preference 

etocks for 3 per cent debentures which exchange occurred on 
May 27th and 28th, 1947? 

A Yos, I was. 

Q Were you asked to determine whether there was 
any loss to Cities Service on that exchange? 

A Yes, I was. 

Q And did you make ouch_a determination? 

A Yes, I did. 

Q Did you reduce your determination to writing? 

A Yos, i did. 

0 I show you Defendant's Exhibit S, which is 
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already In evidence, and ask you if this is that writing? 

A Yes, it is. 

THE COURT: Do you have a copy of that exhibit? 

(Document handed to Court.) 

Q And did you cone to an opinion, sir? 

A Yes, I did. 

Q And what was your opinion? 

A That Cities Service did not suffer any loss 
by this exchange of the 3 per cent debentures in 1947 
for the elimination of the preferred and preference stocks 
with accumulated dividends. 

Q And what was the basis for that opinion? 

A Cities Service Company and subsidiaries, showed 
an increase in consolidated gross operating revenues 
from 238 million in 1940 to 333 million in 1946. The 
not income increased from approximately 10 million dollars 
in 1940 to 27 million dollars in 1946. The overall 
charges and preferred dividends requirements earned increase 
from 1.19 in 1940 to 2.08 in 1946. 

Tho $6 preferred dividends earned increase 
from 2.94 times in 1940 to 8.10 times in 1945. The 
consolidated surplus, all sources, tho not, increased 
from $20,496,000 in 1940 to 131 million dollars in 1946. 

With an increase of over 500 per cent in 
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consolidated surplus of Cities Service in six years, 
from over 20 million dollars in 1940, to over 131 million 
dollars in 1946, it is reasonable to assume that within 
a short time, probably five years, dividends on accumulated 
preferred would have to be paid. With the continued 
growth in earnings and improvement in its financial con¬ 
dition, Cities Service probably would be compelled to 
clear up their accumulated arrearages within ten years at 
the latest in my opinion. It would depend upon the 
operations of the company and how long the preferred share¬ 
holders would withhold legal action. 

It is my opinion that the accumulated dividends 
on the preferred shares would definitely bo cleared 
up long before tho maturity date of the 3 per cent debentures 
of 1977. 

Dy paying for those arrearages with a low coupon 
3 per cent debenture. Cities Service did escape from paying 
tho full amount of tho preferred and arrearages at 
sons future date when tho payment would have been at least 
the face amount of the debentures issued in 1947. 

Cities Servico merely swapped a 30 year promise 
to pay for a future promise contingent upon tho order of 
the Court. 

Cities Service's exchange of debenture with 
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a tax deductible interest for a future liability of 

• , t 

stated value over the preferred plus accumulated dividends 
which are payable out of after tax incomeIn my opinion 
Cities Service did not suffer any loss by this exchange. 

Q And did you write that opinion, sir? 

**' t 4 

A Yes, I wrote that. 

Q Was it typed in the Internal Revenue Service 
offices? 

A It was typed in the clerical pool at the 0. S. 
Attorney's office, I believe. 

MR. MURPHY: No further questions. 

Your witness. 

CROSS-EXAMINATION 
BY MR. TYREi 

Q Mr. Goulston, rcy nano is Tyre and I am representing 
Cities Service in this case. 

A How do you do. 

Q I just have a couple of questions I'd like to 
ask you about your analysis. 

I understand that you_are an employee of the 
Internal Revenue Sorvice in Washington, D.C. 

A Yes, sir. 

Q Ilow long have you been employed there in Washington 
A From July 1964. 
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When wore you assigned to work on this case 


or the issue that you — 

A January 1972. . . 

q In January of 19727 

A Yes, sir. 

q When was your analysis that was submitted as 

Exhibit S in this case typed? 

A I believe Friday, this last Friday. 

Q Prior to last Friday, had you reduced any of 

your work to writing? 

A Yes, I had some nemos. 

q Do you work with Mr. 0*Farrell, the previous 
witness in this case for the defendant? 

A Yes, I do. 

q Aro you in the sane section? 


Not exactly. He's in a little different 


section. 


Q Is Mr. Taylor your reviewer? 

A Yes, he is. 

No, ho is not ny reviewer, he is the chief 
of the section. My reviower is Dwight Williams. Mr. 

Taylor is in charge of the section. 

Q You work in the sane section but you have a 

different roviowor? 
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HR. MURPHYt Objection, your Honor. 

No, we work In different sections, X said. 

You and Mr. O'Farrell work in different sections? 
well, different sections of the Valuation and 
Analysis Section. I have reviewer, Dwight Williams. He is 

in the real estate and securities, and another section 
there. 


A 

Q 

A 


0 

A 


Q 

A 


A different subsection? 

Different subsections, right. 

Did your reviewer review this? 

No, ho didn't. 

This analysis? 

MR. murphy x The answer. 

THE COURT: No, he didn't, ho said. 

No. 

Is that a divergence frora the rule? 

Not exactly. 

The Internal Revenue Service rules? 

A Ho, wo make independent opinions. I disoussod 
this with Dwight Millions before I cone up here but 

I had a draft on it. Ha doesn't have to review every 
case. 

Q Isn't the nature of your duties with tho Internal 
Revenue Service to render opinion, that support the position 
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4 

the Government intends to take in a case? 

A That's entirely incorrect. 

Q Do yon know what the Government's position 
is in this case? 

A Yes, I do. 

Q Could you state it in your own words? 

A That Cities Service Company received no loss upon 
the exchange of their debentures for the preferred stock. 

t • 

0 Could you estimate for the record approximately 
how much time was required by you to prepare your 
analysis that is submitted in this case as Defendant’s 
Exhibit S? 

A I have spent over 100 hours on the case, and 
I probably spent on this analysis about four days, 
probably. 

Q You stated that you aro and were aware of the 
Government's position in this case. 

Where did you get that information? 

A Well, I read Judge Mansfield's opinion, what 
was the issue here, and I discussed this case with our 
office and a lot of other people and so forth. 

1 discussed it also with experts and I have 
a fair idea of what tho Government's position in. 

I am not a legal expert. 
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Q But you got It primarily from Judge Mansfield's 
opinion, would you say? 

A General discussion. 

Q Discussion? 

A Yes. 

Q Of Judge Mansfield's opinion or a reading, 

A Ho, no, no, from general discussion in our 

r 

office. 

Q Excuse me, I misunderstood. 

Now, in addition to the matters and materials 
cited in your analysis, did you take into consideration 
any other material in arriving at your analysis and 
conclusion? 

A I took into consideration the general market 
conditions at the time, the advantages to Cities Service. 

Q But you didn't see fit to include any of that 
material in your report? 

A I didn't think it was necessary. 

Q Did you consult any sources of information? 

A Yes. Standard and Poor's, Moody's, I read 
books on dividends. 

Q Were you aware at any time that interrogatories 
had boen filed in this cane asking the parties to disclose 
the identity of their expert witnesses? 
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Z have a vague idea that it was dona bgt X am 
that I was completely aware of when and what they 


did. 


Q When were you actually told by the defendant 
that you would be an expert witness in this case? 

A Z believe it was Wednesday afternoon. 

Q Last week? 

A Last week. 

q now, may 1 direct your attention to your report. 


I have finished with preliminary inquiry and I'd like 


to get into the natters contained therein and I suppose you 
would like to look at it? 

A Sure. 

Q With reference to your very first sentence 
where you talk about operating revenue, you use the term 
"consolidated." 

A That's right. 

Q Do you mean for the whole system, I take it? 

A Yes, sir. 

Q Is this consolidated figure that you used 
after taxes or before taxes? 

A Consolidated operating revenues you are talking 

about? 

Q Right. On the next pago. You refer to consoli- 
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gross operating revonues on page k. 

A Yea. 

Q On page a you refer to consolidated surplus. 

In using those figures have you taken into consideration 
any tax araounta? 

A Are you talking about consolidated surplus? 

Q Just those figures. Has any kind of tax peynents 
entered into your computations there? 

A No tax. 

Q You didn't compute those figures? 

A This was after taxes. 

Q All right, fine. That's the answer 1 expected. 

A Yes. 
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Q The very next line in your analysis on page 1, 
the net income increase, and so forth. 

Do you see that sentence? 

A Yes, 1 do. 

0 Will you recite the figures contained there? 

A The net income increased from 9,928,029 in 
1940 to 27,253,121 in 1946. 

Q Are these figutos before or after taxes? 

A After taxes. 

Q Beg pardon? 

A After taxes. 

Q What are the sources of those figures? 

A Moody'8 Industrial Manual. 

Q Are those actual earnings or actual net incone 
of the company? 

A That is what is stated in Moody's. 

Q On page 2 of your analysis, you refer in the 

very first line to consolidated surplus. 

Are dividends paid from consolidated surplus, 

generally? 

A Generally, not. Generally from income. 

0 As a general proposition, is the entire con¬ 
solidated surplus of a holding company and its operating 
companies available for dividends, would you say? 
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Q Continuing on the same page, the very next 
paragraph, the last sentence. ._ 

Would you read it, please? 

A Where it starts -Economic and legal history 
Q No, the last sentence in the first complete 
paragraph on page 2, "They should not bo permitted ..." 


It begins. 


A You are talking about page 2? 

0 Pago 2 of your analysis. 

A The last sentence? 

0 The first completo paragraph on that page. 

A The first paragraph? 

° Yes. The last sentence of the first completo 
paragraph on that page. 

A "It is a general rule that the declaration of 
dividends is loft to the honest judgment of the board of 
directors of each corporation. Tho existence of 
undivided profits gives no right to a dividend. The 
discretion of directors is not unlimited. it must bo 

honestly exercised for the benefit of the corporation and 
all shareholders." 

0 lixeuso no for interrupting, thi. 1. the .antonco 
I wont to direct your attention to, the one you ore going 
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to read now. 


A "They should not bo permitted to withhold 
dividends to favor one class as against another, or to 
plow back profits indefinitely for ulterior motives." 

Q That word "ulterior", is that your word? 

A No, that was taken — 

Q I beg pardon? 


I believe I copied that from a law text of some 


kind. 


Q A law text? 


v :*8. 


0 Do you have any idea how one would plow back 
profits for ulterior motives? 

A There must be many ways. A fellow could plow 
back profits and — are you talking about a closely held 
corporation or \ big corporation like Cities? 

0 That is not my report. 

A This is a general statement. 

Q It is proffered as your opinion? 

A .all, maybe in a small company a fellow could 

put tho profits back and buy a couple of Cadillacs and 
squander the money on personal things and try to get away 
with an increase of travel expensee, something liko that. 

Q The very next sentence in the next paragraph, 
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please read that? 

A "Tha claaa of stock Inrolvad bear* on the 
degree of proof required.“ 

Q Proof of what? 

A Well, l wou}i aay if you are talking about 
preferrod stock, it may be a little eaaier to prove the 
dividends should be forthcoming than if you are talking 
about common stock. 


MR. TYRE; Would you read that answer. 

(Answer read.) 

0 Is that the proof you are talking about in this 

case? 


A This is just a genoral paragraph, general 
statement in context as to the duties of the directors in 
duclaring dividends. i am not trying to be precise on 
every legal point in this discussion. 

Q Are you indicating here there was some indica¬ 
tion that the preferred dividends were withheld to favor 
the common over the preferred? 

A In Cities Service? 

C- Yea. 

A This 13 lust a general discussion on dividends 

and duties of directors. I didn’t refer in this 
paragraph to Cities Service. 
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Q You don't know of any action of any kind that 
would raise that issue involving Cities .'Service, any 
court action? • 

A No, I don't. 

MR. MURPHY: Objection. Can we have the tine 

on that? 

Q In 1947 or prior thereto? 

A No, I don't know of any action. 

Q Will you please read for the record the last 

sentence in that paragraph? 

A "Courts have rejected the argument that the 

provision for accumulation'' — 

Q The last sentence in the paragraph "Economic and 

‘ I 

legal history..." 

A "Economic and legal history have shown that, 
in practice, dividends in arrears all too frequently are 
wiped out in reorganization or by charter amendments." 

Q Will you go back and read the second sentence 
of that sane paragraph? 

A "Holders of cumulative preferred stock upon 

which dividends have been withhold are generally granted 
relief"; given the proper circumstances, naturally. 

Q Do you know how long the dividends on the 
preferred stock of Cities Service had accumulated? 
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Service have wiped out It. «Ilvid.nd arr.ar. by a chart.* 
amendment? 


1 

A 

Not in this ca»«, I don't think. 

a 

Cl 

Q 

YOU don-t th ink they could? y ou ,.y they 


could or 

somebody could ? 

10 

A 

Nov you or. getting into legal complication. 

li 

hare. 


12 

1 0 

can you think of any oth.r way. that Cttle. 

13 

Service could have gotten rid of it. err.er. ln preferred 

14 

dividends? 

15 

A 

l’ay cash. 

18 

Q 

Any other way? 

17 

A 

The way they did on exchange. 

18 

Q 

Any other ways? 

19 

A 

1 “ hink th «y could have had a vote of the 

20 

proferred 

stockholder* to v*iy» it. 

21 

| 

0 

Could they have purchased the stock in the 

22 ; 

open narkr- 

t? 

23 | 

21 

[1 

I • 

A 

■••hoy could ha o r reheard the atock in the open 

i.’.iot jjid 

accumulated all the preferred.. 

• yr. 

~ ) '| 

li 

0 

And they would have paid whet, for that preferred! 
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stock? 


A It depends on market conditions at the time it 
was bought. 

Q I call your attention to page 3 of your 
analysis, the last sentence, please. 

A "It is the opinion" — 

Q The first paragraph on page 3, the last sentence 
in that paragraph. 

A Will you say that again, please? 

Q The last sentence in the first paragraph on 

page 3 of your analysis. 

A "The circumstances in each individual situation 
must ultimately bo the basis for determining the issue 
of good faith." 

Q Do you know of any good or bad faith involved 
in the Cities Service? 

A No, I don't. 

0 The very next paragraph, on the same page, you 
say, beginning on the third line, and I will quote so we 
don't have trouble finding it. 

"It is reasonable to assume that within a 

short tine, probably within five years ..." 

I direct your attention to that statement. 

With that statement in mind, can you tell mo 
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^ I am not sure wheth»>* r , 

whether I read that, i read 

parts of the SEC thing. > ' 

0 *» you Of wh.t the SEC with 

hS PO ° SlblUty - ~‘ y Of aivia.na, on th8 
Preferred shares? 

A I would say no to that. 

Unes ° d C ° ntinUln9 ln th “ paragraph, about four 

I 

"Cities service wouia be c»pollea tQ olear ^ 
their accumulated arrearages." 

A That is right. 

° Would y° u think about that for * 

cnat for a moment? 

A Yes. 

0 May I ask you. what 

in nin, h ' ,Mn ' “ Wh<,t y °“ 

„ d Wh ° n * U - 0 ' 1 “e phrase -clear up-, 

‘ ASaUmlng th8t Service did.-, pay the 

accumulations on th. prefers ana given the gross ana 

earnings ana the improvement in the financial conaitlon, 

it is my opinion that within *■ 

within ten years Cities Service 

would have been compelled to -v, 

Py tho oooumulatca aivlaenas 

on tho preferred. 
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Q But you also agree there were other ways that 
they could have avoided it? 

A There are other ways. I aw.just making the 
general statement. 

Q You make the same reference at the bottom of 
that page in the last complete sentence to the clearing 
up of dividends? 

A Yes. 

Q Isn't there a basic assumption in that statement 
that Cities Service would have to remain in business long 
enough to do all that? 

A What are you talking about? 

Q You are talking about ten years, are you not? 

A Yes. 

Q You have to assume they are going to stay in 

business that long? 

A Naturally. 

Q Now I will direct your attention to page 4 of 
your analysis, the first line, "Cash or the equivalent ..." 

Do you see that phrase? 

A Yes, I do. 

Q Is it your position in this case or in your 
testimony that the debentures that were issued are the 
equivalent of cash? 


7 
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For the Purpo.es of clearing up the arrearages. 
I would say yos. 

° But only for that purpose? 

A For these debentures, yea. 

0 ““ y ° U Ju,t »ad through that 

entire paragraph, i wov ke to 

'** to aBk you a couple of 

questions about it, but I don't want 

Want to repeat the whole 

thing for tho record. 

A Yes, sir. 

I 0 I. It your opinion that what wa. involved here 

was an even swap? 

A Yes, sir. 

0 13 U " l8 ° yOUr 0plnl °" that a firs, binding 

obligation to P . y TOn8y ls the eqlvalent qf # 

Obligation to pay noney? 

A No, I didn't say that. 

0 You don't say that? 

A I don’t mean that exactly t 

y * 1 an saying that 

debenture. ar e a fin, commitment, a f lrm obligation, 

bUt the " 1 «*"*"“* ““ within 30 years before the 
maturity date of the debentures. Cities Service in ny 

opinion would have been called to pay the accumulations 
°n the preferred, so they are only issuing a 30-year 
promise at a low coupon rate at 3 per cent in i 947 for 
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tho accumulations they would pay. They would have to 

pay them obviously at 30 years at the particular rate of 
improvement. 

Q But you say that is an equal swap? 

A In a sense it is a swap. 

Q Let me refer you to the last sentence or 
conclusion on that page and ask you to read it for the 
record, please, it begins "Cities Service did not ..." 

A "Cities Service did not suffer any Iocs by 
this exchange of 3 per cent debentures in 1947 for 
the elimination of the preferred and preference stocks 
with accumulated dividends." 

Q That is your conclusion based on your analysis? 

A Yes. 

Q Who posed that question to you? 

A We had a discussion on that. 

Q Somebody told you that was your mission in this 


case? 


of that. 


That is incorrect. You have a misconception 


0 How did you arrivo at that conclusion? 

A I had boon of the opinion that Cities Service 
didn't lose anything on this deal. m fact, it was a 
good deal for them and I havo been saying it right along. 


SOUTHERN DISTRICT COURT NERORTERS. U.S. COURT HOUSE 
rOLEV SQUARE. NEW VORK.N.V. CO 7 «S»0 





1 

2 

3 

4 

5 

6 

7 

8 

9 

10 
11 
12 

13 

14 

15 

16 

17 

18 

19 

20 
21 
22 

23 

24 

25 


A 572 

rks Goulston-cross 384 

Q When you say Cities Service did not suffer 
any loss, what kind of loss are you talking about? 

A They exchanged the 115 million debentures to 
clear up the call price plus the arrearag*c#^and to me 
that v/as something they were going to have to do and they 
dicl it at the time money rates were the lowest in history 
and they were very fortunate to be ablo to make that 
oxchango at that time. 

Q You are an employee of the Internal Revenue 


Service? 

A Yes. 

Q Were you by any chance referring to a tax loss? 

A I don't know much about tax. I an a financial 


analyst. 


Q What kind of a loss other than a tax loss? 

Arc you talking about an economic loss? 

A You are talking about a loss in money from the 


exchange. 

Q A financial loss? 

A Yes. 

Q And nobody told you that was the issue in this 

/ 

case? 

A I had an idea that was what they wore driving 
at, value to a plaintiff, whether it was loss or more 
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than the debentures. 


Q Tell me now how you put a dollar value on what 
Cities got for their debentures? 

j 

A I didn't put a dollar value. This is an over¬ 
all exchange and in my opinion they lost nothing by 
the swap. It was good business for them. 

Q Did they have anything? What did they have 
before they made the swap? 

A They exchanged the preferred9 for the arrearages • 
for the debentures, and that is the swap. 


Didn't the preferred shareholders have the 


arrearages? 


Yes. 


The claim? 


A If you want to be technical — 

Q Yes, I do. 

A The shareholders gave up their preferreds with 
the accumulated dividends for Cities Service 3 per cent 
debentures. That was the exchange. 

Q You made no attempt to put any dollar value on 


that? 


No dollar value. 

You didn't know what preferred claims amounted 


to in dollars, did you? 
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They amounted to the same amount as the 


debentures. 


You just totaled up the figures^. 

Totaled up the figures. 

May I ask you a hypothetical question as an 


expert? 


A Sure. 

Q Assume thet Cities Service Issued those 

debentures. Issued the debentures end received In turn 
$45 in cash and later Cities Service bought the debentures 
in the open market lor $90. Would that have a loss? 

MR. MURPHY: Objection, your Honor. 

I would ask the attorney if he is asking a 

I 

tax question, as a tax issue 

MR. TYRE: I really don't care. It is a 

hypothetical question. He says they experienced a 

Iobs and I am giving him some figures. He should l»e 

able to toll me in his opinion. 

THE COURT: You are dealing with it in the 

context of his opinion, not a legal question? 

t 

MR. TYRE: Precisely. 

A You are talking about then going out in the 
market and buying the debenture at 90? Cities Service 
Mould have a gain in buying the debenture at a discount. 


tom hcwn 
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I» that what you are talking about? 

q Are you concluding as a matter of your total 

testimony here that the debentures that wer« -issued 
by Cities Service were of more utility value to the 

company than the preferred? 

A I would say it would be an equal exchange. 

q Mr. Goulston, isn't this analysis really a 

legal brief? 

A No. My analysis? 

Q Yes. 

4 

A NO. 

Q It is not? 

A Of course not. 

q I have one minor question with which I hope to 


16 

finish up 

e 

17 


With reference to your list of qualifIcatione 

18 

attached 

to your analysis, my I direct your attention to 

19 

it? 


20 

A 

Yes. 

21 

Q 

The very last line whore it says "References." 

t 

22 

A 

Yes. 

23 

0 

To whom may I direct my request? 

24 

A 

You could direct your request to the chief of 


25 


my section. 
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Thank you very much. 

% 

MR. TYREi No further questions. 

MR. MURPHY: No further questions. 

THE COURT: Thank you, you are excused. 

MR. MURPHY: The Government rests, your Honor. 
MR. TYRE: Excuse me, may I have one more 


question. 


MR. MURPHY: No objection. 

BY MR. TYRE: 

Q Mr. Goulston, with reference to your analysis 

at the first page at the very top, I see the initials 
DHM. Whose are those initials? 

A Daniel H. Murphy. 

0 Who is he? 

A He is the attorney that had this thing typed 

for me. 

MR. MURPHY: I have one question on redirect. 
REDIRECT EXAMINATION 
BY MR. MURPHY: 

Q Mr. Goulston, w*iy are the initials DHM in the 
upper lefthand corner of your report? 

A I went in to you with my draft and I said, 
"Dan, will you have this typed for mo," and for some 
reason or another you put your initials on the top and 
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rt» 

brought It unto the clerical pool. 

MU. MORPHY* Thank you. 

No further quo ations. 

The Government reate. 

MR. TYRE: I* yo“ r nonor P leaM ' th * plalntl£f 

would „ove tor a judgment on tho record. I «n he heard 

In about two nlnutes on tho subject. 

THE COURT: I will hear from both sides. 

I will hear Iron the plaintiff first. 

I will reserve decision on that after looking 


at these exhibits and the record. 


MR. TYRE: If VO" K*" or P lease ' th ® 158U<! 

thl . trial between the parties and before the Court is 

pursuant to an order 1— » — — 

11, 1971 wherein it was stated and I quote. 

-It is further ordered and adjudged and 

decreed that this case be set down for trial in 
due course with the sole factual question to be 
resolved thereat, being the value to plaintiff 
of the preferred and preference share, received 
by it in exchange for the issuance of it. 3 per 
cent 30 -year sinking fund debentures. 

"The bonds. 

"On May 27, 1947. 
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•It la further ordered adjudged and decreed 
that, pursuant to Federal Rules of Civil Procedure 
56(d), the bonds shall bo deemed issued at a 
price equal to the value to plaintiff of the 
preferred and preference shares received in 
exchange for their issuance on May 27, 1947. 

"It is further ordered adjudged and decreed 
pursuant to Federal Rul^s of Civil Procedure 56(d), 
the value of those shares to plaintiff shall be 
no less than $45,323,846. The value of the 
consideration origially received for their issuance. 

"It 1 b further ordered adjudged and decreed 
upon resolution of said sole remaining factual issue 
between the parties, the amount of any deductible 


loss or discount will be determined by mathematical 

I 

calculation." 

In this case, the plaintiff has introduced 
evidence which shows in our view conclusively that the 
entire consideration received by Cities Service for the 
issuance of its 3 per cent debetures was the $45 million 


dollars. 


It was the maximum consideration and the 


minimum consideration. 


Therefore, by strict mathematical, simple 
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2 

mathematical computation, the deductible discount or 

3 

loss can be measured. 

0 

I might point out at this time^JLt is not 

5 

plaintiffs contention regardless of the assumption by 

1 6 

\ 

defendant’s witresses that the loss was incurred upon the 

1 7 

exchange. It is plaintiffs contention that the loss 

8 

was experienced when the bonds were ultimately redeemed 

9 

themselves in the taxable years before the Court. 

10 

** V 

The defendant has introduced testimony to the 

11 

effect that the common stockholders of Cities Service 

12 

received some benefit and he also introduced testirxmy 

13 

to the fact that no loss was incurred in 1947, on the date 

14 

of the exchange. 

15 

The plaintiff submits that that evidence does 

16 

not address itself to the issue in this case and that 

17 

by the preponderance of the evidence and because it supports 

. 18 

its burden of proof, plaintiff is entitled to judgment on 

19 

this issue. 

20 

Thank you. 

21 

MR. MURPHYt Your, Honor, the Government moves 

22 

o 

at this time for a judgment of the Court dismissing 

23 

plaintiff's complaint because of all the evidence. We 

24 

also ask for time to put in post-trial briefs in this 

25 

case summarizing our views both on the law 
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THE COURT* That applies to both aides. 

MR. MURPHY* Your Honor, we have already | 

stated the grounds for our motion as to tbej?lai^tiff's 
case at the close of the plaintiffs case. As far as 
the defendant's case goes, in sum, the United States has 
presented perhaps three theories here on the facts which 
the United States contends each of which is compelling 
upon the Court to conclude that the difference between the 
debentures received by Cities Service and the debentures 
given up by Cities Service and preferred and preference 
stock received by Cities Service was no loss in this 

case. 

Two of our witnesses, one by deposition and 
one orally went to the issue that to Cities Service to 
receive this preferred and preference stock with its out¬ 
standing accumulated dividends, the value to Cities 
Service was more than the $115 million in cash amount of 
tho debentures, 

The third witness look, at it from a different 
viewpoint, different type of factual theory. To them, 
that witness 1. somewhat different from that phra.e 
used by Judge Man.fiold, and more fundamentally used by 
judge Mansfield, which is, what 1. the difference between 
that given up and that received by the taxpayer, and look- 
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lng at it that way on thl. exchange, Mr. Goul.ton's 
opinion 1. there wa. no lose or no true lo.e »» Judge 
Mansfield coined the phrase in his opinion.^ 

THE COURT. I will reserve decision. 

MR. TYRE. May we have a briefing schedule, 

your Honor? 

THE COURT. That is what I was about to do. 

MR. TYRE. He would like to have simultaneous 

briefs, if it is possibles 

THE COURT: What dates do you suggest? 

MR. tyre: 45 days would be convenient to ua. 
MR. MURPHY: Your Honor, it is really for yo 

convenience, but sometimes the Court would prefer to have 
briefs brought in in shorter time so the facts are still 
fre .h in the Court's mind. If the Court is of that 
I turn, 21 day. will be fine with the Covernment otherwise 


45 days. 


THE COURT. I could keep the facts in my head 


for 45 day. but it is the a PP l ication of the fact, so 4. 
days is Okay and we will say 10 day. to respond? 

MR. MURPHY: Pino. 

MR. TYRE: Yes. 

MR. MURPHY. 45 day. to exchange briefs and 10 

day. to respond to opponent's brief at that exchange. 

THE COURT* Yes. 

(Tiroo noted: 2.50 p.».) 
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did -aorJ: )?or Snifch, So may and Com pa ny? 

A Well, ?.n 1937 9 fcha Department of Charles 
D. Earray end Company at which I UBcr*>orl<ins, tho 
Investment Counsellor Department was separately 
Incorpora tad as Barrott Associates, Inc,, and fcocarae 
a wholly ov?nod subsidiary of Charlon D, 3 amay, and 
tho form then bocome that Charles D. Sarnoy retained 
the firm of Sarrett Aaaoclatoe to 0^3030 lr. investment 
research and render investment advica fco tho fire of 
Char lea D. Barrio;; and Company. 

After tho rar^jr, the zr.no situstion oontlr.u 
for s while, and th0n eubaaqnontly the retainer ran 
not continued after a yaar or two or throe. I don’t 
race 11 thn JLntervq l- 

Q And Durrs it Anecdotes v>n s a loo a wholly 

1 


< 

f 

I 

< 

o'.; nod ov.h 

old la 

cy of Onlth. Da may 

A 

1 ■") a, 

for 0 0tried. and 


•:sa ter* A 

r.:; tad 

cr.d tho f--va of Jr. 


^ ^ A ‘m’ I 

y •.« .»• • m • • < • 


./ *\* 0 V* 3 , 


1- •.•> 


. •. . • •$ ' . S .?• 


r 
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t p. 

* »v • 


q And in *>fcot pariou did you sir* ot'ch 

a op-•’o::ir.r. \y? * . 

A ?ro.n about 19^5 to ‘5? — 
q do you havo £ list of tfco tlaao you ao'-’j 
cou- 4 -t appaa?aiiooo as an export utility anaiyat? 

A I hava o Hot, yo«# It includes -- in tha 

37 _inoludoo soma cased vhlch yoro not utili- 

tiar*. Rola and Chand lav van prodoalr.ontly j nya '„;cd In 
utility arjlyoln, but an tirno went on., 'in sot Involve 
j n other ?aattorn c.o wall,end wi'io*\ wv-. not 

uti/ifc:/ -a 

•;r, :;UI*?HY*. Off the rocovd. 

(Dinouor.ion off the uncord. < 

! 

: 1 T 571 ?HT: On tho roc.>?d. 
r.c. rto porta**, "sould r;ov. 'tln.ily cur'/. 

oo United States S5:*a?.o*v *- ..ad-.. •• . 

TMi-K-iT. v ••*,,> •>i ihou'.d *ib6 t‘ ;o tbs •• 

•• - V.** o*; •>»*. -j i : .ai v:* 1 r * 

• ^ ^ r; *. t.v» .) •» .• «. k • w 




/•• W. • 
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analyst with a:: asterisk? 4 

A I’ve OoiUf .JO. 

$ I note that bhsrs av?. 3i;t aafc-3risks on fchi« 
document. 

A Corz’GC 1 1 

Q In tho other cases, you oil testified a; a 
utility analyst? 

A Correct, 

Q Kg vo you a Igc written any articles on the 

subject of valuation of utility stocks? 

A Yes, I have* 

Q Co you havo with you c liat of those a?Ucl 
written by you? 

A I < 5 on J fc have a list of the avtic isa, or tic 

I 

by article. I have a list of pur-lloafciana in which 

| 

artialcr, X havo written appaorod, have appeared, I 
arr, cure it 1 a not ; ?.l lncliviir-o and in nil ?.a.z:z it ;.e 
not a a utility r; toe It cealynt or a utility s.jourit* 

i 

V.v • :/• 7 . nvs*K*> ?.r;I X u»n r fe Vi/r^nbor . 1 :^ 

- *- ’' •« £ *• - L» •* Jtl .1*.• ’»5 «*j ■*? Jf'.n !/ ;• *. Li*C ' •**• *' 2*} 


i 

• • • # I .# 4 


.’o.*- ‘••' ■5 a? r«-o.* “ •; >v/-* 


■ *».i •: 


» • •• i- 

a•• 0, 


• > . '* ,* 


i *i n.’-'tj - *" 'j! )y/W.i be>v* 


V' . 5 : 


*.i7a •! ii.it c.' *r»i • .* citato* \hLs .a 




V 










r^r,.U,:r .. A: v.*o 008 - 


/ S. *.,0. 

Q r'.iei ir, it? 

A 'isl)., it io a iistins of ^•rJsiDS^nphy eng 
v/'Mons acfclritioo that I hsvo os^oO in o-ror the 
/errs. It gives buslmsG azparleucft, airectorships, 
industry and association activities, civic activities. 
Other profsoelonsI activities, r.uo-a as addresses, 
and articles wyIt ton and fcha like. 

Q All right. 7 . 3 , Exhibit 3 for Identifica¬ 
tion includes articles «rifcfcoa by you? 

A It inolu.son a list of son* of the journal# 
in which art.lcV.-o by rvi have appatr.H’; 

<J Soar, it s Iso include a of ac?d;?f»soa 

I 

2 Ivon by you? 


A It ir.otivi-sa a Hat of y.eetir.ss ur,'.i :rcv.p>i 


’Jhiah I hare add roe tea. 


Q I '*how y»n -v.-:o ;'(;r.vv.o.i3 > hie It ;«;»vo pvw i- 

. .a ,.i * • .i • •**• : vO .: . (#"• v . ; ;.F 


v . . ,'jj 


Sfc.*» •.. c* ". »\ 




!•*. 'n't in • ’• \ 


■ t* . ' • • 


*» * •. i • • 


• •• w .'. j . ; v. 


> 












^ *•«t v ^%"T 


r 








A 611 


colUJ » a ,i 8 S>ouU *avo »• ciiii “ 3 ' 

JO 7/7 lei ^ ’v 0"»IlY ? 

• a ?*»• 

q Ano what Has that opinion? 

A i oonoiucofl that they aould ha vs ; ^ ari a3flJi 

should ha70 ’coon paifi in ar ‘• 

. v- 1 . a )>2 r \ v '. VOU OS tha 5 

Q llh.G fc *1GP3 fcho 1Q'5C3 On -IU-WH u 

opinion? 

a 1 8 w«i*« «»• i«3s»» *»** to b " 

an-J sor:ri.?G *«*»»* *»«»? ’' c ’*'' 

.tt rUd;v : ; saaa to . *'-• ' 

sovvloo to P37 far- arrears. 

o i aft.on ••; ou tha af *i3-v; -t : ^ ** * ■'**’ "‘ 

. .«„ * ,<i -a ■; - ♦ ! »-.;» c /*, r»«a <■.« i o . 

$lVSi V3 9 ’ ? ? '••' • "* 

*,; U , ;UU :-r.u ^ - - * f » 


^ ... io r • ov *»;*Q * • *•'•*■*• 

« ♦, *• • V .? •/ hj - • 


i ;■ y:,*t ::o ; * 


...... •}*• ;v 


> /-v v ... 7 ,h-v t* V 1 1 u.i.* • 

l« •••• 

. % • •• » i V » ,> ’ * s ,« , 

> /. ’i.) * • •* * •* ‘ ' 


1 
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fcouthorn District ox* He:? York, at bo way 'or 
defendant herein. in the *230 of S&blaa rorvloc 
Company, plrinti’f. a 30 inst UnitocPsta tea of 
.-snsi’-C'] j cig/* 2 i-dc«i ct lii t «»3 liiiitiSCi 3 <!3 !<o 3 DIg triet 
Court, Southern District of 3e« York, 67 civil 
4605. 

MR, TYUSi Thank you. 

iiR.HtiRPH-: Off the rooorU. 

(Siscuosion off the record.) 

Mr., MUHPIiJ: I am going; ? ;o ask you to roaJ 


pa go 3 3 through SO n 

■? this 3 /Vi davit. 

povag^s 

3.8 through i*5, ani a 

■- the ana of that. 

7 OBI 

■ 3 oin 3 to ank you. i? 

1 

yen sorsi. chiral, eh a 

fact;-. 

a r, o:\ 3 r: i other foot.;. 

ir. r'3aohi;:>; your 

00 ! -i.l'jjt 

( 

this a a so. 




•• f *:* ff. t * \7 


4 S'*' r*#.\ f- ^ •*• »• *j *' - 

* . .1 *iv Vri J '.' I * O J .1 / J 7 . 


i “• *o-7 ;7 ! > a I -i *%yt J> * n v *i ^ . 

.* / *‘ f > J .2 <* •% r •.» v u • . • t # *; , , , 

„z *.•? yvvt T,n ; ci*;v-j 

to Vroy j-' x.‘*.o4r 

- ••■:•*' ; • ••:•.}-U '.;n ,;V "v;!;.;, :■■ ; -;u' , ."Ven« 

•; • -O'.. . 1 . < 


1*. • ■> i A - *. \’ji 


m3 

( 






* 
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spo at vsaciiig 'alia zv. fcerin i handed 


5 o -lit.': jy Jir. t-H’. -pay, 


• ««* 4 4 i ' 1 ' • •« •• • 


Q JCr. Chcndlov, did you consider the facts 
set; forth In those paragraphs ’.3 through ^5 in rsco'u. 
ing your coRclu»ion? 

A i r os, I did, I obviously don’t race 11 cvevy 
3 pscific r.unber, and X didn’t re vier.j ev-;ry specific 
word in hare, but those are ansontis i?.y the foots as 
X recall thee, yoc. 

Q All right. J. also 7 oil 3:;5i5.hit X to 

Governs .v.'i-T- 5 n J2jthih.il 1 of fr.na 2, *.>72., in Is is v 
o:;snina tion. and awU you if you r-jeognisa that 3 ::hi:. 


- : 1 

.p • 


A Yes, X do. 

Q And *;h-:t lij tint'.' 

• * . • • «Ci U • % -J X M 4 v i* V M > V* « I u ' | < *4 v i 4 4 . »* 4 .-«>• { • * k * •A * . • 

f 

. • ^ ' I '■ "• * S * >> ■• *• H ^ #. ^4 *> ^ ' > '■»•** •', k **•*/, • \ * '• ■ 1 <• »\ * % "t 

,•."!> • / 4 , * ts •*• '• J *•* U J .1 (j .4 .. A , O tJ »* .\ * •'. '*• v « • » V# U • O • • .• I k.l.t 

T • . * ^ P *t r ' .. ^ i •»» '*.S ^ -«►%*•*• * • > 

^ • l • ^ 41 ' > y •)'••».#»*•• • 1 ♦. *. ; 1 *i •• 1 ««i «4 * # #•• jt 

t 

‘hi* *. • the 1547 '..v .v: -;ont tv tv-;, v-refur.• 

• • -*:.* ;. .r.-. •...vtVtholUev. .V.* .:vi-* of 1 : * 


.•• ,- 1 • 








A 614 



liucn-:lor - Siren*: 


31 


A 


C- 


A 

0 


til# t fc 01* t i'.' 2r.;; ? 

t,,, thoro *j»erc savers 1 proposed o.cUlbiUo* 
lies, :ier® the oahihifcs a-««fc Go^ara- 
m ant 1 j inhibit 1, Earho.a as Exhibits J, K> L and 21? 

A Yea. 

q And K# tea* is that correct? 

Yea. 

Did you -21:30 cor.cidor the sa&fcam sot forth 
in Erjhibit X and Er.hlbit J through JJ, in raachins you- 

consXiaion? 

« • 

y 4 w> * 

:m. 7MT3 : lost oonelnoion? Hlo conclusion 

; 12r2 0 ~ hia 'conclusion tfcava? X‘r, loot nsra* 

I»:v. sorry for intorruptins, but I aw 

*>n*r1 -•) - !;o 1*0 ?. ioU t .lO tVli’A O'* t.l-. 3 * 

I 

/J.% . 41 ., .<l--U.il < 

ft "ha t oottslueioa on nh^thar proSarroi 

pro?irsr?o ;.iiyi':VrnOn /srr.-a.va oouXC nr.: " ha-M 

n*. -if Vi in esss 'rj r.X'n.i-* ' 3 w. : v *» Cc.r.pa r*r -n , • 


•- • • • 1 s<\ . '•:•• • ; >*• 

i* . • • * • • 


f • 


» .* * 


. X .*•’» • > ' t * 
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Tiu3 sr » Mlruto 


*t p r\ . 

.. O VJ * 


q And D'Aa t your opinion^ao to that Ten.r 

invaafcnant valua# contains that : ;hs aywarc ha«l boon 
• • 

paid and tosh lav divi'londs *jsv:j boiujs paid an 3V.ch 
proCorrsd anc; prefersnae stoohs? 

A l!i* corolualon naa that ttisy would hava ?n 
investment vales in a xoos.3 oi‘ the via II price. 

q ’./hat ricra th? Tacts on '.fhi-”h you relied ’*'* 

support of the t opinion,, sir? 

jjr. TJ?3t IS" a use 30 . X z ell i\v~ fc in &»« 
osihihit, vhut ho is fcostiTyia* So? 

HR. viUn?UVJ What? 

MR, T’ipS: What you aro iiayir.^ is that in 

I 

tfca e::hihit> that thins .ho has fhsra -- 

;ir. IITIP.T/* Thin is hie oral tnr.tinonv a't 

I 

I 

to « face, 



•- « 3 
»!•«« 

m** *— > • 

4 /. i .«J » 

? i»)U f hh; :• v,' •• 

3 Ti .j • •* . 

•*• V * 

ro'i 
• j •/ '«* 

Q ?3 

c ,•‘cir'r 

hlw IT ho o,r; -. *n n 

", V 1 _■.* *. 


h.. o 

»- i -1 


hi hn r voi -1 

r 



n.. 

: ** 

'*• * 

■ • • % : *■ 

PM , 1 : .‘V. * >•’. 

• • • ^ 

•s ■ 

# « 


,■•*•.■,-. ’» " i • • *•* • ' i* 


»: do.’.**; ‘v. : •; *•*:.* • "ct- " **' ^ 

a *a? ar'. •*.«: cry.hv; •••*'•’ ' •’• 


* • 


• :■» *i - * ' ’•> •» * 

< • ; • • - • 






I am afc 3 Iona to undcirotar.d how I 


car. as:: him any question* on cross anamination, 
which you say is fcl.a only Bvonua X havo hero, i 
I don't know what ha'-i doing 3r.S you won't tali 
ms, 






\c y - r‘.'.rc.v. •, A 6X7 j. '• 


.s.:ci:.>fi >- •. prxcc;. 


A:id -.r vovo tfca Carta? 


A Ur. 11 pt»io«33. 

Q i/he v %• vc the £scfc:j or. oihtoh you booed that 
opinion? 

m 

A Wall- X studied th« situation or Cities 
Sorvloo, its rlnansisi 3fce tor.ants, /viio covora.-xo oT 
preferred diyiclands by any incona v:hioh naa and would 
be rvoilablCj and X stada some ccapnriso::*; with other 
profarrowaj with Tflady rjaritebe# to pee wfcoro they t: ( ;ra 
uolllr^ on s yield baaiO; and aonoindad that on a yield 
br.ais that dividend rotes oa the Clti-33 Scrvlt:.? issues 
■rouid carry then to 3 price rcoderataly above the call 
prioea, 


o :,\'m !■■." * sroui.ds for :/ov»v opinion# air# in 
tvsavd be those# lU’bscantialiy the ;a.r:j e.» iha facts 
in this aar? on •ih.loh you Imz.'i ycuv or:v.?ov to which 
you ■ •.;fc .%»/•* or. thiah yj-: bajad > o\v_* opinion? 

*•■»*/( •* • ••!/. «». n * /l J 

• 1 • l •«•- *• ♦*•••!••• U » • it » • 

I 

/ . *•• it f v*' T. ' I; • t r\ •>.•'• j •;■♦.. n . I 

•* /. •«•«; * u •«»*» # • $ • .. % / 


( 1 ’j i •. • •• f *«• *\ ‘S" r f i«i » •% h • ... 

i l . 7 1 - - V. •# i# * . £ j / '* «/#•*,*.« 



.« 7 t 


h< u 


*, i ... .•;•* ■• 


/* 
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tit* opinion you *»** “\ '«* 7J 

, 8eU , sfc a opinion was supports, »» Ks9 

8 „H103 x mart*. »*** irB 0 ' 1O!,n ln Ba41 ^ 6 l ’ eCd ^ 
« MW , ss x iuaioato,. to ai*«w* “° vtro “ a on 8 
cov o,rsto an, consent basis. on, n-nolal .M 
va * 0 us finenolal ration, such at th. capltaXXtatlon • 

ra6 lO, OOOPOVlSOn Of 0 lBlU? 8Mti3tl0a ° t!l3r °° a ' 
ponieo, the oerket prices of other ooupanlo. oraforreO, 
.,, jr0 „m«. at. Viol, on praferru,n in .Pharal at 
Shoo steel a raft o? factors --.hioh a na-.aoJai analT»t 
ao uW to* .* to raath ah tnvor.tc.aot Vote* ,-ltloa. 

e ao y ,u have an opinion of tho nW to 
Cities Service Oonpanv of the oroforro, no, prororooco 

stocks r-.tcf.-o4 by it on Hay ST, V)W 

aa . Tiro: tot «t object. *» nitnost >»» 

,,, fo? fjucli a 

not town aw - v “° 

l( , s „aiiMtloa or *rrlvin S at ouoh «» oofUon. 

rao«. .Ul ri*». hr. W»J if von 

ucu*. if:* to -o into that on voir S» 




» . . 






y • f,. 


„ , ... *.*> 
\ : ). 5^ ‘.v * • *•* * 


'> I 

t, • • • 
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Zo 


the doaumant that you aro fikimining hir.i from. 

That is my problem with this ease at this point. 

I don’t oven know whora we are 7 r ~ : 

MR. HURPHY j Do you havo any sbotarrants, any 

quaotlona you would like to 3 3k on voir dire, aj 

• 

to the witness* qualifications, at this time, Mr. 
Tyre? 

MR. TYR2: Hell, I said he in not qualified. 
I don’t know what his qualifications are. I don’ 
even know what *i-3 arc talking about. That is the 


problem. 

You hav<t shown hir. soma affidavits of 
Bryan Qallagiiar, who is an arusLoysa of bha <J. 3. 
Attorney, and ha read than for apprcki'.catoly 
so von ainutna; and now you are asking him to ocr.rj 
to a conclusion hoard os flemo osfcliroa that •.•tur.i 
suhnvi tbad to tha G.S«<i* in i9->7, 

I don't know wlvat h.o ir. ha si 1:5 h..,~ 
i-sstiuony a:.. 2 •:!or.*.t oven :rou V»ei. it ia evd 
*. tic. 1 ''; fchisk lv> h.?r iodi'^r. tu.i he ••:;<!.} ;v >r 
/.. .oved h.y -Ji'-ise. to iho : . t/. 


•«(i » J '-»•.» , . • • 




-ibiCy : 
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vv&Z-r.'vzt oosniitco 'saotc in 1S-7, 


• 1 * 3.1 hj» v:an with Hois aii-i Chartflor, but h^,t’£ 3 a»t 
acvpioyod by Cities t&r<?ioa fcha^-tnoa cf. 

tlil, ilUHPKY: Ail right. So ~jo\i ha 7® any thine! 
sls'a to say on your objections to hia tc3fcitr.ony 

as an cnpart? 

• 1 H* TYIlSi So. 

HH.nunrH’it Ota 7. 

BY n?i. MUHPKY: 

,o Uoy # i'r, Chan-iLor* 2 a-*: vott„i rto :/ou have 
an opinion of tt» vaiu* so csUsa Sovfioo Coap»«r * 
S’vo.'..' p»n/ 3 S«.fl Sil profoi’onijo stsoolsa and Voa UJ. 7 .V.a»<l 
avraaragao on ».aa, raaaisao b:; Ciiiao Sopsloo Ooapaw 

on :ia 7 '27= 1937V 
A Yss. 

q -.v.a t lu tVn« opinion, Air? 

I thin!: Citio.s *j )r * 1 «^ <£et a . 30 ctl buy, a 
ijo 5a i? An svtUfi MO premia <U bn.-:«nd *« 
•i.'r.p ?iU ‘irics ciu; ivm.-jp*;. 

i ?,i.\r.: Li- o»v.d ‘iu»2 £ ;sc->.i U.-i iv-ai* 


. V 1 # 




1 • ^ A • -- \ 


• * ••. 1 - '• 


4 ' • 1 • *• * ■ 


VI • » •• .» 










Ghantflor - 
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q Is it your opinion that tho value to Cities 
3 $r'; ~cc or that preferred and profsroncs otochs a*J- 
bhe dividends In arrears ties worth 100 cents on tho 

dollar? 

:iil. CASE?: I object to that. You’ve astsad 
for hla opinion and ho’s given it. Ks is your 
witness. 

HR. MURPHY: Ho is not my tiitnaca. Ho*3 
under oubpoona# Ho is nobody’s nitnoao. 

MR, CASEY: You 1 vo aoteod him tho question on 
direct and ho 1 n answered that. Phot is as far an 
you road to go* as far as you can go. 

KR. MURPHY» Ho, air. Objactions arc reserved 

for trial. 

All right, lot’s put it this way: 

Coulcl you road ny Initial question and Mr, 

Chs ad lor * z a nac»or? 

(Ho cord if a a A a c ro q urc to:!.) 

::?;> UAC37» So you have attbpoaraod ’Ala h:ra 
a t yc’.'.r 'jitnoaa. :?cu* vo eoho;’ ^- .r. the quejv •.on. 

««? :•« :Ted t : :3 fJVMi f.o A. 


•;. 1 .? v o o: r t . :*■ w c c t 


t IV • •• 


♦. * •' 1 '• •*» X ! •* *» *** rM A n 
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v :/« 1 

— . « tb t •«*«** , • #••»« • 


Q M3 the your* aoiapiobo 2 iyrjar on that ooinis 
liR. CASH?: X object to that, too, ilo gava 
you a eonplcsa ansvtar to that opinion. 

HU* HI7SPKY t That obJenc5.on in raaav73d for 
tria L, 

i!3. CA33Y: 2»o, It isn't. There aro eoci -3 

rule 3 that are bound to bo operative in the 
aboonoe of a judge, and this bnalnosa of oallljs 
in an aaparb nlfcaoss* spondlng al?. ’sevnl^s 
3 tsoaptins to qualify hlu, sr.i than try to a<K 

to o>» roabato fcia anacv-ar, U certainly ono of 

I 

fchoio araasiap, and it 5 .3 ri-liovvieua. 

i iJo'.l, ya Mil p".i it :5 t ^ha 
rjoord for -./hat it la north, if oho JtiMsa 


w . * A. > . . • s 


-•! 3 * s!Aft'S? 1 X 03 objecting bo it ::i0 •' 


" ' •» * I *1 •* *• • t •• *! • r *5/ \ M wV« .< ■ ••-»•% ,, ' 

t 

" *> m«* 3 *• *• -*■» I <• ci :* *• ••**•»'• * » f 1 % •* • b* , •? .| 

* * • ^ 

• .* i » • r i • • • 


m 4 >. 

1 . * * J • k • v • • 


-• \ ••» r * *\ -* 


• 5 ; * ■% i ; •*••• 


* 
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Hit. GASSY: Wa»vo :«st-3fi areas* time In Shis 

CS S3 5 1 T-Sfl•■!• ST • 

27 MR. IW3PHII 

q is that anavier complobo, in your opinion, 
fir. Chandler? 

HR. CASS?i I f a saving ay objection, 

HR. ilUHSEYt All rlcht. 


•■jus WITEESS: J3o you want bo noad the ana;ssr 


a sain? 


(record read cs raquo3ted.) 

TJS SlffJSSflJ I*M aalsisrieu ana*?vr, 

KR. KCR?a?« AU : - UPfcnoT ‘ 


g uc s'clone. 


•’i"» itTllSi Do s*ou hevo "iny Qtosfcj.or.*, 


•la 


•;••* L«5 ? s fcafco a soupla ov -Un’ihsn, 


•T»V-"1 * * * ^ Z ' COO.p*.? v>£ V. J. T-» j .» ■ 

1 A , . < r J ■ •• ' w ^ • 


t-’u* 


fr* r: *\ • ’>1"* i 

, ', 4 , I If , ' .,1 •< •< * 


V > -■ *;i'l j ;1 ohp j. -2 • <00* / * • »’■ 1 • * *' 


.v.;oat o b;vre.3..-.-:.rx.*-5 :•■>•: vm. 


, * . .•* .• > i/"i :ii 


.! ' * > 


'i 
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n 


C rVwSfj i».'i«AfiX**AT-1 

t 

-v_» *5r» .T. 5 ? T- •' * 

>J1 A - • ■-* * 

,, *' C<13 TIC ?t itl til -• b0 *A.» AX-C ;4 O'- JO'.'V d <3 00— 

rltiors, you r;3«ia sons at? terra nfcs about you.r Sv.liiasnaa-t 
co testify In thin cast*, because o? Sia Citlsa 32 Tvlr.n 

aspect. 

clear up any possible ^.taunflar , 3tanciin3# 
did you contact the Citioo Sarvloo Company apropos 
your pondlbiQ tos 
A UTo. 

Q And thoy didn J s contact you? 

A 'do, no contact •;itfc iilio© or ufcoir n fcfcorr.oyc 

or 3 ri??b0'"i7 in cilia ci’3^ ^ • 3 ■ *» 

q -Tins toutisony «aa .just yo*».r ^czcr.z 1 
i ?iP3C'.*J* aa305S2-9i*i» oa •‘•no .-it'Va t-os. 

q ?orsb ,ia i a s n o o; i ?■ »« 6 ? 


> r* 

.*44 


r> $*»£!: you. 

'.•H, -•’a.iC-'V.T: Emu* ■> 

Ij) 1 ' - j t;»i.i *•' • ? , 

;••> ?"•'. ■ ;', .* *‘o X O' * . 


... t\ .’ ■ • - • ■■/•»• 


v * jr "• : 


■» i •• }• r . uV* "5 V 

* WJk f <0 ■* • ■ * ’*' * 


- » • * ! - •■•*.• i* *• r 

....... ’!••. ■ • *•> •* 


• . c. * * r *. 


* 
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tlBHPHY 5 This ia as to ths t^atiaoay of 
fcrOiO?/ :rcu ara ta ltclr .3 about? 

ZIH. TYR3: i'oo. 

BY Mil, TYHE s 

q itft regard to the United States Exhibit 5. 

that you've referred to frsquontiy here, did you 
actually prepare that exhibit yourneli? 

A Wo 11 » I pro pa rad avysolf these parts of it 
narhed I through H, and I participated In the propera 

tion of pasea 1 through ft. 

q Bosan’t that exhibit 

A That la about ell* 

i 

2 Doacn 5 fc tha t exhibit represent a group ■-^-■' 

j 

by the fire. of Halo and Cnanc!Ler? 

t clon't hncvj cul to ’aha t» H group -ax for 


■2 v> r.a. 







< 

r.t } 

a prepared by no 

;• a tha:? 

or/.; pa 2 

OOhV 



1 

r-yf'VAT’J'C 

- •> . V- •* 

*•- ft S 
.1 4 . v * *• 

0 ‘C... b'i t 

? Which 


•X % 

• ■ * 

you 

:o •:.i:ir.g 







'••f **? « 

h’-vjv o’-;! 

'. ■'. •*- J * 

7 . fiOh’ t 

hr/a It. 


••*v 

<i • v 

;■:■$• iv-vr 

2 <.». -j - 

’ «•* t '• 
» .. * • ' - • • • « X 

** 

1 , ./ .7 * 

t*» • •• •% 


M- • 

* «.1 *. 4 

•. i.l •- 





7 /. : .v r ..- *' 

1 

r“» »•*•* •* 

i*.- ! 





- 

. ' 

. • .* i • • •*« 

Oi* 4 # • 

• , S , .'J 

» •, % x * » # *; \ 

. S( . • 
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to tills a:c5o-ifc -- tharo is an outline of tha proposed 
testimony that a?. He is wac so 5. as tojzlvi j sad some 
oxiiibitn or hia, 

Thora vao ;oy outline and exhibits* which 
oach yjorUod pretty lniopn&doatl?* an I raoall, Ii3oau3* 
t’no tine was vary tichfcj aad bhon a petition lor a xc 

i 

which cans sows tins later* 

.\y 2 roc 3 11 j tie both tools a ccaoU at it- 

37 HR* 77IS: 

q Did you toatify before tha S-ii-G.? 

;iaj not in tact *;ar:o., net in the Cltioa 


3or7ico osoa* 


C> .vo y 


ou racali for whr.fc purpose this arthl'p-U 


3ubn i t v j *3 to fch a G. ."i - C . ? 

:i?v. : 3 .33?H7: which j.rhibib, Cf.ainV 

srjrrJSi Tula -k&ibit i. 

!3A32»t Can vm *o of/’ Vua r-v*o?d ..‘or a 

■.' » r\** 

*7 * ••fVAV 'fM ..’ r* .* 

• . v v «. * U;. . 1 * • *•*■'• 

/ 

t.’.c cueoif . • 


, \ . . i w, J • • 

;•; . av. f •*.'•• . .0 3 • . J.. .... 


!*nv •'. •’c.’.-.r '• > - • o 


•■« ■. ’ •• s . 
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Exhibit 7. to Hr, finis 1 exhibit — Exhibit 1 so 
nsis* deposition dated June 2, 1972 .^. 

You underjtaircl that r.oi’, X*n vqi orring to 

tliet exhibit and not to any others? 

A That is uhafc I’ve understood it to ba, yas. 
q Do you vocal! the purpose for *hicii this 

exhibit *?S 3 submitted to the S.S.C ►? 

A Yes* f fhe purpose of subnit tins tho exhibit 

to tho S.2.C# «a3 to substantiate to roqueat a «.^a, 
Q To your Icnotfiadca, did tbs S»3 «C * antartci-n 
the norite of that exhibit, consider it? 

as. 5iu;i?IIY i If ha Jcr.ona. 

| 

IIR« 77 *22 J | The t 1 C righ b * 

MR, MURPHY * 2*11 objec b. 

;U7 223 ‘il-rh'ZoB: 

A X hava a lot of brouble ::ith test* i’e.e 
g 4 7, 4 {j t &g a oratt.7 bresO orrs-snix*b.-ov\, accnlanioi''? *. 

gj;n rf, counsel* 


jlJ J. . •• "■# 


In t dor. t .Tor% 
,!'? -:.: 5 v.afciv*. i . 


.* % \i?-V/v*iV;i 3 2 , 


• ,v;i *.*'(: **v rvo • doiv.v.i\'. •} 3 ”.■• 2 .!.'• ■*. ■ 




, , * • *,* • 
*♦..*» ' v ♦ 


• „ .!■ I I»T !*,'»*• ' r - \ 




•»- . *. :. i 









’ ^ 
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X csa oay 


Q uare you pvoaanb at fchs 3.S,C» hoarinssj 
whan thin 3>:hIbii; waa oii taxed or flLaft? 

A Thera ware no hearings on this nsftibit, I 
don*b bslieve, cn the fee. I Junb don>b recall. I 
don’t recall* 

i 

q Do you know whether there :iss ear asianinafci 
or crosa examination with rogerd to it? 

A I doa’t know. 

q Uith regard to your qualifierblows explore*;, 
before, opal-i you a?jy you loft the firm oil 

rials and Chasid lor? 

t 

j 

A Eovoahar# 195^» 

0 , Ua vo you to at if tod as on ^eporb witnasa in ■ 

I 

any pron.?adi «3 oino-j that fciaa? 

' 

i One a or iwieo si'.bnnquan’: bhorotpj yon* 

j 

o. cn behalf of elionbe or on behalf o.f :/pur I 

i i 


.■J .iii>’.£> 7 U 7 ? 


*t ■' — i .xm c?m • •'*••• vn o i.Ci' J. JL “■ 3 rt ..1 


7 .’. * '34., ^ 4 ?»S .'C thin'* i.a ! 33, altho’V.h 

•%•*• *• ! * • ,• •, ! #V*i % *,* t :*> /* s . 

^ • , , -• ,J '4 «* •»• (t A • • *• • * • I 

r. .■ -yj *i ho *;fc«* lo ; ■ tv*in . than; • 


*. V:'>3 t \ . ..... :■ vi iUj yr/‘abb ? 1 >t.v < 
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Ha3 ccXW a to piano or sinpumaiion. attache to an 
ai'f or soMthlfliS* 

_,r* <•« "j -» -rt-J ’PTr il^f! lihO r2COT^ » 

fjcvj t for purpooafJ os. ciar-u**# 

ala „ oU participate in too ^ « lfclas of t!l ° ; 

plana in any racoect? 

A So. 

HR. HOftPHT: Would you ocfa? to too atoiait 
nuDliar, Exhibit e and D. Eo you have tnoa? 

as. T7S31 P.ofsr to than as plans of olnpU 


fioa tiers. 



an. KT3?.?:ri* 

3y that y?su aaan Snhl'oito P 

a n«3 

G? 



;sr> r-jr.2 x VJhafcavar they nrs. £ 14 ° ru 

it 

>:ofcr:; sa* 



T’ ; Q l: XT 22 331 

. Thin? 


nn. :!wa?az; 

-jos, it *3 tharo. 


SfH ir.TlHoS: 

.Karo *.G 0 n-7i J» 

• 

nst. :;3HKBt 

r fthiaV: it’a 3 a^u * ar * ' 

1 

; 7Z£3l 

t 

$ 


3 *5il C* feo Mr. ito ii2.'i *''•* cJ ' y C *•’• 5 ‘' 1 

■ •: *7 
* - *» • 

. -s o k--- ;- 

■in** 

.r* y*.K*i tt.> 15? 

•. »;*V? 3t'.: 


Vjpoat I./.' 1 


V;' 


' l.'.r.- T. 


i ■» • 
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*7 


(Discussion of? tfco roocrd»} 

nil. KtfRPHY: Could I na’.ca a ofcatonior.t on 

• m 

tfca raaordt ~ v 

HR, T’/ISi iCS. 

HR. nUR?HY: A3 a housekeeping matter, ?>hsn 
I ha vo besn rsfarria& a a Exhibit b to Hr. 

Gallas'aor 1 a affidavit, it should road Exhibit C [; 
and ;ihoro I fcavo boon rafarrins bo Exhibit 0 j- 
lir, Gallarrhor 1 s affidavit, it should road Exhlb-j 

P. 

HIT2SS31 Too oaso for Ka. 
as. TYREi Llfcc-slas, 1'n sure, 

3Y HR. TYRE: i 

q You scsfcatl in vcuv dirnofc tonfclr.ony that 
yo'-: -vric^od tines plar.o of simplification to do tor? 

I 

YJhatf.or thay *i«:P3 fair or Gaults b.m 

▼•■s that an 3.2.0 * torn, "fair ird o^nA^a 
/> v ;ojLios’o A v< *; sn 3»2»<J» niv.l opyrt tsrc*. 

v. :.'lvr i-h? Pc*3lie utility.!aldAn-; 'on?-:*?, 

7 t ’,i 3t rar, this vov.U:? tools pluca in 

w. . ••• .• > - - . r \ " •. .•• .-j 4 >r.* ^ *'? a of m isvif iaa *-• .■ 'i 

•, m , r , ) i, .-*•••• ‘ " • •• • ' * » *• •• *• • 

Ic, . 5 : lc.il: * '; : .l:.r.\ ps?A;v? bo t/V. |j 

i $ :< tio.s, 

•■’ \i ■ ' i \ ’ w. • * ■■"■'■ ■ ;s ••• tic..*-pa«•\c>ft ••• 
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.j 

I > 


the S.3.C. proessdinS* or '>»=■ S.B.C. »»tWr %n 
you norlcad or vioro alloyed by a eonnlttoo of P«- 

Termed fliiarsholders*? 

A Ys» 3 * 

q Novi, wasn't your function to aeteralns the 

invoatraant value to those shareholders of thalr 
preferred shares? 

A That voo a function; not Sha sola .unc^.o... 

!!3. T2B3I I hava no tfora quaatlona, but t 
0 ouW liica to otato for She raoorS that na 
not yat bean furniohod nita a oo?y 01 »■’..! ^' ,J ' 
gtatoa Oovarnaant’o Snhiblt i, and noaovdivsly 

v,a have nc Mala upon nhlch to cuaoina tho 
proposed nitnjias, ac to its ooatanso. 

Accoriiaa'-y to tha a::ta:it that any 

taatiiaow today varies fw> «>» fio!! ^ x56 nub- 

iiittad, na Bova that such toattoony >u 

/ 

frea tf'.a t-jobra* 

:;3^rs .\ll ri.s»J. x a * Vi /j cov> * 

• m % . T •* , ’ 

«. , a • • «. •* > •% ir !• n\* *y •« % *• ; ■ * * 

*•* »■• r/— • » . c 1 * OH •» • • - ' 

o * j » , #•» * # 

.♦ 4 -«• % * '•**. *• n *#". • 

•: •. . 3 r:\-J.ic sswfc 7 

•I •«*.» ' • • * 

. . , M. •. • i 1 t n-^.vl • •* ^ : 

;’*J V */ i. 0 ' i..J •* • ••'* v 

. • ». , • • s • I 

, % .• .• - *• . V' r . v • - • • 

'M.* *• . ' .’.i ... • • «* k • 


•. . f* .*•»( * # i ?• *• . 
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0 «b 9 u9 1 'a«pon«l»'S-»a »5*> Sho «liaae to. 

Q X.asrao with *h*t. 3»t Issl’.lr.s at 

uvoowat yalua to a hoUe? of Sto P^owaU, **»»» 

o t 5 .cn Soldo* or a »*»» *° xaar ln *• 

‘ Isn’t'Vnafc corraofc? 

■■' A i' 0 thic orient: i%7 taafcteosur ^* aa ant3 

Otttuca Of 19117 aaa that «“ ln7036 “ aati valUa of ®* 
profyppoa Pith artaars paid suo! * « 84 !!Bch ’ aa0 
call# plus arrears# plus soasthlns. 

Yes, that invoatoont rains is an attest to 

d. 2 oido what o fair valao --H &=* ~ n 2 -p-t 

a» uapraaowwd bw« a*» «» ww>9a8*»?*« wUM 
•in (’-'ssTt That la tho only quoaslon I 

Lli*% i 

i?.3 V 2. 

aa. :jram« 510 9111 Gl79 this twaoavipt 


<*0 

ilia 

Ciia:: 

i r> *o 

J t 

I 

2 I'd 

ha 

■j: i n 

not n 

/ 

ow 


V 
^ •» 

r o v'2 

a n:r 

not- 

"4!t r>. 

- v I* 


. I i '*, 

I k#fSoo ^ 


V« ■» > ••■••••••";-in?; 1 ••.’a -Vi OT.i* i.cw- 

» j, 4 / .#■••( -*•-•* vS*/« 

xmv.oi.'!, ;iiS 5 v." t SSo Rso.iiit? to ;!J -° 
by n .:* OV- 

,. , ...» , -I... ; » 1 /: 5 '. .;.• '.\o -2 • 




• >0 . ’ 


KOdMMu.-. 
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o* -» ) ss. 

3fts»a» ®ws»»J 5 

STAI'S o? IL - l ^;; v " 3 ) 

COuiTT’i OP COOi 

„ Yinfcir? public io anf * 

X, joaiatta Hanson, a now .7 s> 

to „ *. con= W or coo, «« .»» * ««*•“’ eo , 

t , t7 thst hassrh oaaaaisa »aa » n9 mn * 
^ 3 rat>y «orfc*ftr 6 - 13 * 

. . _ a. *;u o ^3 ov*a & * ilc * 

„ • -aafcl* 3 r fclao vmolQ c<fU0 ” 
duU saosn to v= 3 ti ..7 ,., 

a&oM flaposiwon -as . 

, -o ■s-pom’ltlns o»- 0!? • y p 

1 - ana «»« -.'OCuoea 

, oB ona «** <*» cold ^.tltutss 

*/«^o bio -0 a « 4 * w w „ , ,•.«■*.-»« 

, _ i 5 »/ > J i***- v * 

, K>n hGsbisoin 

vsocro o. *»* 3 

£ b** a ^ ~ I , t,a <”r*oottibi*?^ 

L.t-i >< **t t>a b SO*' J ■* •'* " 

X £u?fchs? opytli-V 

_ . -»-• 7 lv ^4 

„ „.. i< a tins (awl !>ia«o apse*^-J 

v;a ' sa*on a* ,*'* , _ , ^.^-»naoofl 

nt , d t'rtd t 3 »a.^S °* **' 

°'*' a r 7 . *‘.'0 a'cloote 


Ci ‘<4 V>— - 

A v •♦ •* • ■* " * *'n 

, 7 , 4 - c . /.„ D* 1973* ^ 

,., out 23 t*> *» «* •■’ U “ Cl 


■• * * . .- 

. .. ,,...* *. b'«a* •*• :u> *' 

^ ...» 

„ ..*•,« y* ^ Oi 
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- , lt ... -. , • ’•,).!■ ■• *■'■• ' 

•>v ?"P -■• • • 
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• • ; -.\ -jUr.-’i-i i J '•• 
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OSITED STATES DISTMCTCOUM^ 
SOUTHERN DISTRICT °* 

CITIES SERVICE COMPANY, 

plaintiff, : 

-against- * 

UNITED STATES OP AMERICA, : 

Defandant. : 


67 Civ. 4606 (CHT) 


OPINION 


TgNMEY. J*. 

ttu 1. - *—* to 26 °* S * C * 5 7422 (1970) 

and 2S U.S.C. 5 13A6UX1) <*"> *» 

id bT oUiaclff ter the «l«d" 1953 

~ W J“. — “ " * 1 “ 

valul of *113,246,950 In -Mo *» ^ ”” 

^.- — • 

1/ , ... of th. indenture. pUintiff w» 

stockT By tha tarma 

_ *• quo principal amount of dab 

to r.tlr. annually * 1 . 300.000 princ 

* »» - «* *— ZTSZ--. 

«*- 3- - » 1 ' 500 - 000 1..-6 in 1947 

PUintlff «.«*» th ‘ t ' A ‘^ h * their face vain., and 

It received U» in value for th- than th 

mm tha faca amount of tba ae 

alleeea that th. different, bet— th. ta 

benturea and the con.id-.tlon recall * It on the 

18 a "loaa" within th. —* 26 O.S.C. , 

t^ch loaa -T b. realised a. the debenture. are rede-ed 
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amortized aw* th. Ilf. of the debenture*. Tree*. Reg. 5 
1.61-12 (c)(3) (1968). 

This case la before the Court pursuant to an order 
entered on February 11. 1971. by United State* District Judge 
(no. Circuit Judge) MM *• Han.fi.ld. The order ..a e»tered 
puranant to an opinion dafl July 23. 1970, In uhlch Judge 

Man.fl.ld denied notion, for *F “«>• * P^ tl£I 

an d defendant. Service Co. u. United Statga, 316 F. 

Supp. 61 (S.D.H.Y. 1970). The order decreed! 

- ^ t tS 1 sa““a^!%^l^ r t“^ 1 r«oj"d 

SSUti2n??h S . 0 wlw topUintlff of ttapwfeg* 
SS r 3 !^ C of 9 ^*'« r Slrty Ywr Slnklng Fund D^-n- 

tux** ("ths Bonds”) on Msy 27, 1947; and 

h th« bonds shall b« dcemsd issued at a 

Issuance on May 27, 1947; and 

•• ►Hot the value of those shares to plaintiff 

■a I t 


• • • • 


On February 9. 1971, defendant's second notion for sum- 
cry Judgment «.. heard by Unit* State. District Judge Inzer 
B. Wyatt and doled on June 21. 1971. In an opinion reaffirming 
Judge Mansfield's determination. Mr!as Service Co. u, Uni ted 

States . 330 F. Supp. 421 (S.D.U.Y. 1971). 

Although both Judge Mansfield's and Judge Wyatt’s opin¬ 
ion. finding, of fact end conclusion, of law are incorporated 
herein, It will be helpful to repeat certain of th. conclusion. 

-2- 
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by judg. MW i- «- » 6peclflC 

isiut remai nin g • . . 

Pr „ th. evidenc. befor. bin., Judg. im*U* conclude. 

flt5t «*., th. shares «.*. vorth 1... than th. ° £ 

.1 ^ aceond "that the 1947 exchange did not 

the debentures', and, second, 

~-W>tion" 316 F. Supp. at 66. "In conclusion 
constitute e redemption • 

a a . fta aB a n exchange and not 

view the 1947 issuance of debenture 

ration.... on. choo... to —- - — 

tlon they gsv. up. th®. U — “ ~'+‘ 

at.nti.lly lM. th® th. fac. amount of th. d.b«tur.. th* 

Id. at 69. On th. -tion for su-ary »*-*’ 

plaintiff, r.lyiag principally on th. Court of Claln. 

c. Tsckauarma * » *■ "nlted Sta tes. 422 . 

W7 0) and --- »• ^ *” 

{Ct . Cl. 1970) > cert^ denied. 402 «... 944 <1971). argu.d not 

only that th. original coat of th. pr.f.rxed and prefrenc. 
.bar.. «pr...nt.d th. ninl— v.lu. for d.terninlns It. loa. 

. or discount, but alao that thi. figur. th. rax . 

judg. Man.fi.ld dla.gr.rf xith th. latt« proposition holding. 

"Although a 

exchange for its ^rea, may ™ c# of the ghares oe- 
upon a decline in the marxe«. f 1T , on their original is- 
low the price realized ^by^it^ ^ ^mir± Pacific, 

S’l" 

^“ThaVtS^il^ritaS. prica”. 316 F. 
Supp. at 72. 

It is interesting to nota that on the basis of Judge 

-3- 


y 
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Mans field's opinion th. Court of Claim. modlfUd It. P*ior 
pinion ■>«.! Pacific, SB. «* **** *«“ ° ri * 1 " 1 

1..U. or cost pric. did not rapwaont th. clling v.lu. for 
th. purpo.. of calculating debt discount. W^wurj. P.cl| lo 

. ■ United Stats. , 433 F.2d 1324 (1970). £S£a * 3 *^ 402 
U.S. 944 (1971). J»dg. lUn.fl.ld furtl-r ob.«v^ that 

"«wn though th. 

stf^asa ssbs j g-fe ?-.?-- 

ssp , ' sta r!Z»^was« ar 

S-SytSd*S^S- t,, 5uT ISpp. .«k. 

H. conclude that "Mb. actual v.lu. to th. t«P«7« «“ be 
a _—d only rfw con.ld«.tlo» of .11 r.l«»t data. Includ¬ 

ing th. market vain, of th. .h.r«, th. fHunci.1 condition of 
th. tnpaya .t th. tin. of th. «ch«ng.. it. profit. pro.p.ct. 

and expert opinion." Id* at 72-73. 

la accordance with Judge Mansfield'* opinion and the 

order entered pursuant thereto, plaintiff celled three expert* 
in th. field. of corpor.t. fin«e., «ln. an.ly.1.. «oocoic. 
and buslnus «n.g—»t and ha. submitted oth« ^idanca. Th«. 
expert. appraiaad th. «chmg. fro. thrM dlff«r«t viewpoint, i 
1) The general economic aspects of the exchange, 
analysis of th. specific economic and financial b«»fit. 
aad burden, resulting to plaintiff th.wfrom and th. nat 
e {fact of tha anchang. In light of th. prilling economic 

conditions on May 27, 19A7; 
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2) An economic and financial analyais of plaintiff 
and the aecuritiea involved to aacertain what value, if 
, any. apart from the amount or value rec.iW when the pr- 
ferred and preference ahare. Vera ls.ued, accm^to plain- 

tiff on account of the exchange; and 

3) An analyst* of the effect of the issuance of the 

, debentures on plaintiff’s financial and economic structure. 

General economic aspects and specific 
benefits and burdens resulting to 
plaintiff from ex change. _-- 

According to plaintiff's expart. Dr. Jules Beckman, 
there wera, of course, bandit. which accrued to plaintiff upon 
tha exchanges it enabled plaintiff to conform to and comply 
with tha Public Utility Holding Company Act; it got plaintiff 
tha benefit of a tax deduction for interest payment.; and tha 
elimination of the preferred and preference stock, permitted 
plaintiff to pey dividend, to the cormeon stockholder, if money 
were available for that purpoae. It aae^a cUar, however, that 
the net effect of the exchange wa. admra. to plaintiff. Plain¬ 
tiff exchanged if senior stock. <1^. tha praiarrad and pre¬ 
ference atock) on which, except for on- small payment, it had 
not paid a dividmsd sine. 1932 and on which, under normal cir¬ 
cumstance., it would not be required to pay dividend, for tha 
foreseeable future, for debenture., fixed and determinable debt 
obligations with mandatory annual interest payments and mandatory 
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sinking fund requirements. So although plaintiff became en¬ 
titled to a tax deduction for the interest payments on the de¬ 
bentures, it was henceforth required to pay such interest in 
addition to having to establish a sinking fund to redeem the 
debentures. Whereas with the preferred and preference shares 
outstanding, plaintiff had had the continuing option to avoid 
paying out cash to its equity holders and to use the funds to 
pay off debts or to expand its plant and equipment, the exchange 
resulted in a constant cash drain on the company of more than 
$3,600,000 annually. Moreover, the Issuance of the debentures 
gave plaintiff ati exceedingly high proportion of debt to equity 
capital, and the indenture of the new debt burdened plaintiff 
with additional restrictions on its future debt financing based 
upon an earnings level ratio. 

Economic and financial analysis of 

plaintiff and the securities involved. 

In his opinion Judge Mansfield noted that "the face 
amount of the debentures issued in 1947—$113,246,950—was iden¬ 
tical with the cash amount that plaintiff would have bean re¬ 
quired to pay to the preference and preferred shareholders if 
it had chosen to redeem their shares." Id. at 66. Plaintiff's 
export, William R. Field, broke down the principal amount in 
slightly greeter detail as follows: 
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1) 

Original discount on preferred and 
preference stock when issued 

$ 13,366,154 

2) 

Stated call premium 

6,885,000 

3) 

Accumulated dividend arrearages 

49,671,950 

A) 

Original consideration for the issu¬ 
ance of the preferred and preference 
stock 

45.323,846 


$115,246,950 


Xtt sccotdmcfl with Judge Menjfleld * s dflcilioQy the ®rig— 
inal consideration, i.a. . $45,323,846, is the '•floor” with re¬ 
ap ect to the issue before this Court. Accordingly, at trial 
plaintiff*8 expert directed himself to the question of whether 
plaintiff could have realised or acquired value on account of 
t h e excess between the "floor” and a "ceiling" represented by 
the $115,246,950 of debentures. Insofar as the stated call pre- 
^iw of $6,885,000 was concerned, ha was of the opinion that it 
was a "penalty" payable on redemption and not value received by 
plaintiff. Even if plaintiff had liquidated , the stockholders 
would not have received a call premium. Since it already has 
been held that there was no redemption, this premium would ap¬ 
pear to have been a windfall for the stockholders. 

The dividend arrearages of $49,671,950 present a more 
serious problem. It is not disputed that accumulated, undeclared 
dividends on preferred or preference stock do not constitute a 
binding legal obligation of plaintiff, unless the dividends were 
withheld in bad faith. Id^ at 70 n.3. Upon analysis of investor 
behavior, plaintiff's financial condition and the charter provi- 
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slon. routing to the preferred and proforonc. stock. plaintiff, 
expert concluded that nothing of vain, was received by pUlntiff 
on account of tho aceumuUted, undeclared dividends. ’die con¬ 
clusion that no value accrued on account of the «n^r.g« «• 

predicated upon the following factors. 

1) Analysis of the market prices showed that Investors 

«er. not anticipating the payc*nt of arrearages. In the opinion 
of the expert, a comparison of the market activity and price, of 
U* .took who, dividend, were bring paid and arrearage, had not 
accumulated, with such activity and price, who, there were vo 
dividends raid and arrearages had accumulate. Indicated that 
investors In plaintiffs preferred and prefsrenc. stock, wore 
not anticipating the payment of arrearage.. To. foregoing con¬ 
clusion was corroborated by the expert’s analysis of the price- 
yield ratio, or relative yield factor, of the preferred and 
preference stock, and the general yield percentages of other 
high grade preferred stock, using the stated dividend rat. w!»- 

, thar or not paid, 

2) Analysis of plaintiffs financial structure indicated 
that It wa. not possible for it to pay the arrearages. Such, 
analysis wa. predicated inter alia upon a study of plaintiffs 
annual earnings record, net income, accumulated arrearages, 
net income as a percentage of arrearages, net income available 
for dividend arrearages, after-tax Intar.at coverage, and a com¬ 
parison of plaintiffs financial situation with that of three 
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yardstick groups of companies (it«r» thirty patro- 
Uau« companies, all natural ga. companies reporting to the 
Federal Pov«r Ccomission, and all Clasa A and 3 electric coo- 
panics similarly reporting) to determine wheth« plaintiff was 
in such comparatively good financial condition that it could, 

, 8hoo ld. or would pay the accumulated dividend arrearage.. The 
, yardstick companies were compared with plaintiff as to interest 

IL.,.. 

, tal, relative percentages of net income plus interest as per¬ 
centage, of total income. Interest a. a P~«nt«g. of average 
debt capital, loo* term debt capital a. a percents*, of total 
capital, and coomon and preferred capital aa a percentage of 
total capital. The yardstick companies intareat coverage for 
the period 1940-19*6 greatly exceeded that of plaintiff, indi¬ 
cating a need for plaintiff to reduce debt chargee and conse¬ 
quently to increase its coverage. Comparison of plaintiff with 
the yardatick ecmpanie. aa to rat. of return earn* on average 
coomon end preferred capital and rat. of return eem* on 
avenge total capital show* that plaintiffs earning, were 
substandard. Nat income a. e percentage of total Income (net 
Income plus interest). interest as a percentage of net income 
plus interest, and interest as a percentage of average debt 
capital whan compared as between plaintiff and the ya.dstick 
companies indicated that plaintiffs relative net income was 
extremely low or. conversely, that it. debt structure a* in- 
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t««t charges *. very Mgb vbe» compared to other conpetl- 
tlv . companies. Ukewiae, the paralleling of capital structure 
ratio, and the percentage, of total capital reprepemced by dabt 
aod equity evidenced the high d*t or low equity U«1 of pU1 “' 
tiff compared to the criteria groups. Plaintiff's capital 

structure pro~d to be a^l tl«. ** "* ^ 

that of the yardstick p.troloum c»uanle. and elgniflcently 

heavier than the yardstick ga. snd ^~trlc «-p«»l«. ^ 

It. equity a. a percentage of total capital wa. »ch lo«r than 
that of the yardatlck companies. On the basis of the foregoing, 
plaintiff's expert conclude (a) that plaintiff va. not In a 
position either to pay th. dividend arrearage, or to laau. d*t 
obligation, for thms; (b) that the retlr—nt and eanc.llatlon 
of th. stock did not release to, or provide plaintiff eitb. any 
additional fund, for th. peymant of it. obligation, or for divl- 
aend. to ccemcn stockholders; (o) that ainc. th. stock "dlsap- 
peared" upon the eachenge, no "ln«.t»«t vain." eccru-; and 
(d) that cancellation of the stock convert^ into . fl», bln - 
tag debt obligation which oust be paid at aU -r-ta. a cootln- 
6 ent claim relating only to relative priorities anong **r*oU- 
in any distribution of saminga uhleb, U left to its own e- 
ytaea Plaintiff most likely would have disposed of at little 

CO0fc to it3®l.£e 
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Effect of thm issuance of the “ 

financial economic structure^. 


Finally, plaintiff prasentad through tha erpart taatl- 
^ of William A. GUI an analy.l. of the a*** of*- Urn* 
anca of th. dab«.tur« on it. financial and economic atruetura. 
It— th. ucpart'a opinion that a. . —»lt of th. —bug. 

plaintiff’a financial condition had deteriorated. 

It should ba noted that at tha trial non. of plaintiff's 
thr _ experts off—d an opinion a. to th. "fair »*.* vain." 
of the preferred and preference stock as of May 27, 1947, but 
only a. * *. "valu. to plaintiff- of such stock. As will 
appear infra, howevar, such opinion avid— of "fair -Hat 
yxiu»", not spaolfieally ratted by any of tha parties, doa. 

forn a part of tha trial record herein. 

Defendant relied upon th. testimony of th— —art wit- 
pa...., as did plaintiff. Although th. is— b.for. th. Court 

th. vain, to plaintiff of th. P«f«~<> and preference shares, 
non. of defendant' a wit— di—ted hins.lf to that is- hut 
spoke of "lnv.au.nt value." to th. stockholders, or benefit to 
th. co—o stockholders. Two of defendant's erp—» —t so 
far a. to tastify that th. vain, to th. tarpayer (by vay of 

value to the conaon stockholder.) wee * «=•»» of tho I3C ® 
anount of the debentures, while th. third expert testified that 
plaintiff would in hi. opinion clear up th. acctrsulated arrear- 
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ages within ten years, and, accordingly, that the value of the 
preferred and preference stock to plaintiff was $115,246,930— 
i.B., the face value of the debentures. 

vhm Court rejects the opinions of defendant's experts 
in their entirety* Their opinions cannot withstand analysis, 
are based upon false premises, or fail to reach the issue herein 
*. a i has clearly b ee n demonstrated by plaintiff in its *3e<iueated 
Findings of Pact and Conclusions of Law and Brief in Support 
Thereof H at 37-39 and "Reply Brief" at 12-17. 

Despite the failure of the experts for ei th e r party to 

#• 

fix the trial the fair market value of the stock on May 

27, 1947, there is, as has been indicated, expert evidence on 
record fixing such value. In Its papers on the motion for 3\an- 
xoary Judgment before Judge Mansfield plaint iff ass^xtsd *.hat 
the fair market value of the preferred and pre ference stockjat 
the time of the exchange was $86 .313,600. (Def*'s Exh* B, 

"Rule 9(g) Statement" 1 51.) More specifically plaintiff put 
fo r w a rd the following valuations as of May 27, 1947* 


Class of 
Stock 


NO. Of 
Shares 


Fair Market 
Value 
Per Share 


Aggregate Fair 
Market Value 



t 


1 
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Th* basis for the above valuation was aa affidavit ox 
William A* Gill dated January 27, 1970, and supporting data. 

(Dal.'s Erh. 3, "Rule 9(g) Statsment" Erh. 1.) Other than a 
passing reference, no mention of this valuation was made by 
either party in its briefs before this Court, although the Court 
specifically called it to the attention of counsel in the course 
of the trial (Tr. 241-42). Moreover, pursuant to Judge Mansfield's 
opinion, defendant had "the right...to challenge these figure* 
end to exercise its rights under Rule 56(f), F. 3. Civ. ?.» to 
efooo-ojusdne or depose the experts upon whoa plaintiff relies." 

316 f. Supp. at 74. Gill*a expert opinion remain* unrebutted, 
plaintiff no* adhering to ita claim that the "floor" of $43,323,346 
is determinative, whereas defendant maintains that the ceiling 
of $115,246,930 or sane greater figure should control. In this 


respect plaintiff apparently has abandoned the first of two 
theories in supp ort of its claim. A* stated by Judge Mansfield: 

"Plaintiff advances two theorias in support of ita 
claim to a tan deduction arising from its repurchase 
of debentures in 1953 and 1954. 3 oth theories are 
based on plaintiff 3 contention that it paid more to 
redeem debentures than it received in exciumge xor 
them unon issuance in 1947. What it received—tha 
issue price of the debentures—olaintix-*. contcn » 
either the fair market valne of the preferred -and pre¬ 
ference shares surrendered upon the 1947 erenanga 
($86,313,600.00), or the fair raarxet value or the cash 
ind prooertias originally 

those shares in prior years ,323,346.00): _ 

first theory holds sinply that a deductible loss was 
realised uoon repurchase of debentures at a price 

than the price realised upon thair_iasunnce. ^_ 
The second theory, based on aeg. § l.ol-12, hold* that 
the issuance of the debenture* at lea* chan race in 
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1947 pave rise to bond * discount' within the meaning 
S thS lection, entitling plaintiff to prorata 
or amortize the discount over the li-J of Jr® k°*\ 
and to deduct both the amortization thereor rorth® 
Stable Tears in question and the unaoortized portion 
I^hi di^oSnt attributable to the debentures re- 
tfr-*d in those years. Each theory produces two fig¬ 
ures for proposed deduction, depending on which 
rf'Jhl IwTSeawes of the issu.pricaor 
curu in 1947 1. employed. See Complaint 11 35-39, 
44-48.” Id*. at 65. 

While the correct basis for determining lose or discount 
in situations of this kind is not entirely dear, and there is 
authority for each of th. two theories postulate by plaintiff, 
such bssls would appear to be th. difference between the ls*u« 


pric. originally waived by the taxpayer (plaintiff) for the 
preferred and preference stock or the fair value of such stock 
to the taxpayer at the time of the exchange, whichever is hitler. 


and the face value of the debentures. See (hilt, Mobile & Oh io 
n n. v. United States. 339 F. Supp. 439 (S.D. Ala. 1972) (con¬ 
taining a discussion of the pertinent esses in chronological 
order). While there la authority for the proposition that value 
at tine of exchange is irrelevant when a corporation ia retiring 
its own stock rather then acquiring the stock of son. other en- 
tity or retaining its own reacquired stock— S.-H a T-ackawanna a.a .. 
„ .^tsd states, supra. 422 F.2d 425-latar authority is to the 
contrary. Mls.ouri Paci fic R.a. v. United States, srars, 433 
F.2d 1324. indeed, in national Alfs l fa -Dehydrating A Millin g 
rl „ Cnmlssloner. 472 7.2d 796 (10th Cir. 1973) the court 
found, with on. dissent, that an allowable discount occurred 
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vhM th. taxpayer iasued $50 debentures In exchange for $50 par 
value preferred stock when at th. tine of the exchange the fair 
market value of the preferred stock was only $33 per share, 
even though the taxpayer originally had received $50 per share 
OT Issuance of the preferred. While this holding'rone counter 
la one respect to what this Court has suggested is the correct 
basis for determining loss or discount, it is not relevant to 
the instant case since th. value herein in any event cannot be 

less than what plaintiff originally received. 

Returning to th. appraisal of William A. Cill dated 
January 27, 1970, referred to hereinbefore, among the facts and 

circumstances which he considered were 

-a) Th. economy of the United States during the period 

1930 through 1947, inclusive...• 

•*b) The history of the public utility industry with 

particular emphasis on its experience under the Public 

Utility Holding Company Act of 1933.... 

••c) The history »>f Cities Service Company with parti- 

' cular emphasis on: the history and nature of its business; 
its experience under the Public Utility Holding Company Act 
of 1933; its operating results over the period 1935 through 
1946, inclusive; it3 capital structure from inception 
through May 27, 1947; and the trading activity in its vari¬ 
ous securities over the 1935-1947 period..(Def.'s Exh. 
D, •’Rule 9(g) Statement" Exh. 1, Gill Affid. 1 15.) 
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consideration of th... and other factor, he concluded: 

“(a) In general, )** d £ i?^i?|^an*ly 1 ov5 tlwperiod 

SSS-TSTi SSS’gW j>riSS; 

ESraTgSss «S?s.j-tae 

Stodt Sch^g. tortih-.P*^^ 

and preference shares ver 1943 through 

trading during the period Januar y, Jjf 

W«“f^di»SSnfTS value of th. 

fSS£SSL to *-^Bi^5SsrBbJSE««- 

"(b) That a valuation of the c *| 1 ij 2 T S 27 V *i$ 4 ? r predI- 

and preferencashaxesaa ofMay^^ 19 

sa =■a&‘iL^ wStsas- 

“ T « “»“ ■ 

shares was totally depenoen* v*. rttce i ve d in 

SShSST^tfSt i“. the new cities Service 
Debentures. 

-«> rss^s’s^Jggs- 

©Hamas&S- 

££d%Un of simplification. 

"(d) That in his opinion a»ot ^^i^prlierrl^and 
market value of the Cities oervxce^P flfl a 8e .. 

^fy^^r^t^^^oTny s^un^ plan 

ofstoplificatlon, was as set forth balow. 

Market Value, 

$147.50 per share 
133.00 per share 
13.73 per share" 


*6.00 Preferred 
>6.00 Preference 3B 
JO.60 Preference B 


U<L. 


at 1 20.) 
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_. . __ motion for summary judgment. 

Plaintiff contended, on the moci 

a„d defendant provisionally conceded for the purpo.e of that 

motion "that at the time of the wchange in 19*7 the a =S ro 

fair market value of the preferred and pr.ferenc. share. — 

$86*313 -600.00" baaed on the Oill apprai»l. 316 ». •*». -£ 

»- -s w— — — “ “ZZL •. 

^_ _ u- - we— °> ■“ —— “■ 

eluding the exchange, it. profit, prospect, 

of the tarp.yor at the tine of the e* “ 

. . u I( j at 73. Furthermore, although, a 8 

and expert opinion. 1£a. at A 

Mansfield . market ^~ 

be conclusive *- ~ ^ *“ ^ hi* 

concerned on Member 20, 19*6, based on the average o . 

and low f« the veek preceding and following that date, «... 

$6.00 Preferred $149,375 

$6.00 Preference 3B $145,375 

604 Preference B $14.6875 

obviously, after Hov«ber 20, 19*6, «hen the original 

the market price wee dependent on the value 
plan we* proposed, tne oa y 

of the consideration to he recced in exchange for - ^ 
and nowise con.tltuted a ensure of the 'Value to plain i 
the stock, and Cill recognised this in ..king his * 

Furthermore, the average market price for the stoex 
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$6.00 Preferred $U3.50 

$6.00 Preference B3 $136.00 

60d Preference B $13,373 

Thu. it app^a that, * U - U **“ PriC ‘ 

lor th. p«iod ta-diafly P"«ding «■» folU * in » **“ "" 

.loo of th. plan of 2°. 19A4 > ° U1 '* 

nlnatlon of . fir «**•« valu., th. ««.«• **** 

194* w. 1«. th» that fir «rk.t valu. vith ra.pact to -oh 
cU.. of stock. Furth.naora, th. »rk.t -thmb-s of 

th. situation involving pUintiff «U brfor. this tta. 

Th. iaau. *«olv« its.lf, .ccotdingly. « *>“ .lfrnativ. 

valuations r.f«x.d to by dud*. K~«*U> *• fir —*"**■ 

_, . ^ 1947 exelunga ($86,313,600.00) 

of th« stock surrender ad upon ttie ^ 

or th. fir varkot v.lu. of th. cash and propartia. originally 
paid in on th. iaauanc. of th. stock (*45,323,846.00). Th. 
basic da termination f a 1.8.1 on. and. on th. b..i. of th. au- 
thoritias elfd bar.in. rmuirs. th. r.J.ction of th. stood 

alternative. 

Accordingly, th. Court finds that th. rain, to plaintiff 
o£ th. p~fr»d and pr.fr.nc. shsr.. r.c.iW by it in «ch»g. 
for th. issu. of it. 3 P«cnt Thirty tar Sinking Fund D.b«- 
tur« on May 27, 1947. was *86,313,600.00, said valuation b.ing 

computed as follow« 
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Class of 
Stock _ 

$6,00 Preferred 
$6*00 Preference BB 
604 Preference B 


Ho* of 
Shares 

560,000 

Value 
p«r Share 

Total 

Fair Value 

$147.50 

$82,688,300.00 

17,700 

$138.00 

2,442,600.00 

86,000 

$13.73 

Total 

1 ,-^32.300.00 

aaAYL3.600.00 


Sllb rit final Judgmant 1» eonfo®ity and rith 

th. prior ordara aotarad harain « CTrent7 ' (20) d * T * " tiC *’ 


Datadi BOO York, Boo York 
just 11* 1973 



1 «'r / 
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CXT12S SERVICE CO., 

Plaintiff, 

-against* 

UNITED STATES QP AMERICA, 

D« fondant. 


67 Civ. 4606 (CHT) 


F0QTH0TE3 


The preferred atoek $6 cumulative was prafarrad aa to divi- 
danda ovar tha two claasaa of prefaranca stocks and the 
coonon stock, and tha preference BB and pr«^erenca SstocJ* 
ranking pari paean, wara praxarrad aa to dividends ovar tha 

^orwnori atOCK. 

On liquidation or dissolution, whether voluntary or involun¬ 
tary, tha prafarrad stock was entitled to $100 par shara 
plus unpaid accrued dividends before any distribution was 
tnada to other stockholders and tha BB and 3 prafaranca stocks 
vara entitled to $100 par shara and $10 par share, respec¬ 
tively, plus unpaid accrued dividends, before any distribu¬ 
tion could be made to tha PCTIIHOO stock. 

Tha prafarrad, tha BB preference and tha B preference stock 
vara subject to redemption, in whole or in part* at any time, 
by tha payment of an amount equal to $112, §106 and $10.60 
per shara, rasp actively, plus unpaid accunulated dividends. 

Tha $43,323,846.00 figure wee subject to defendant’s right 

t _v a*- 7? n 1 Although 


Sion that na uaa accmw juus* *k»u»**«*«* - --<*-. - 

independent investigation, this would scarcely constitute a 
satisfactory exercise of its right to contest accuracy. 

However, La view of tha determination reached 

tha $43,323,846.00 figure or tha stated value of $38,690,000.00 

is tha correct “floor* 4 is irrelevant. 






UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 


CITIES SERVICE COMPANY, 

Plaintiff, 


- v - 


UNITED STATES OF AMERICA, 

Defendant 
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NOTICE 


67 Civ. 4606 (CHT) 


SIRS: 

PLEASE TAKE NOTICE that on October 17, 1973, pursuant to 
i; the opinion of Judge Charles H. Tenney dated June 11, 1973, 

the attached proposed Judgement with computations will be filed 
on behalf of plaintiff. Cities Service Company, in the United 
States District Court for the Southern District of New York. 

Said proposed Judgement with attached Exhibit "A« (with Schedules 
I and II)and Exhibit "B", shows the amount due and owing from 
defendant, United States of America, to plaintiff. Cities Service 
company, on account of the overpayment of Federal Income taxes 

for the years 1953 and 1954, plus costs. 

PLEASE ALSO TAKE NOTICE that pursuant to Judge Tenney's 

opinion dated June 11. 1973, you will have twenty (20) days to 

respond to this notice. 


Dated: New York, New York 

October I 7 , 1973 


Paul J. Curran, Esq. 
United States Courthouse 

Foley Square , 

New York, New York 10007 


Respectfully submitted, 

"-> X 

- -yyr * X * ^ 

.'"THOMAS E. TYKE x 

345 Park Avenue 
New York, New York 10022 

Tel: 593-0200 

Attorney for Plainti 









EXHIBIT "A* 


CITIES SERVICE COMPANY 

Computation of Federal Tax Retund 
For Taxable Years 1953 and 1954 
ainion of Judge Tenney Dated June 11, 1973 . 


658 


1953 

Amortization of Bond Discount (Schedule I) • 

Additional Expense a/c Retirements^ScheduUH^ 

Tax Rate 

Refund 1953 


$649*495.31 
260*335.82 
$909,831.13 
.52 


II. 1954 


Amortization of Bond Discount (Schedule I) 
Additional Expense a/c Retirements (Schedule II) 

Total Deduction 
Tax Rate 

Refund 1954 


$634,169.76 
418.724.13 
$1,052,893.B9 
.52 






Schedule I 


1859 


CITIES SERVICE COMPANY 

Amortization of Bond Discount on Account of 
3%.30-Year Debentures of 1947. 

Per Treasury Regulations Section 1.61-12(c) (3J 

(Regs. 118 Section 39.22 a-17(c) for 1953) _ 


Year Ended 
December 31 


1947 


1948 

1949 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

1960 

1961 

1962 

1963 

1964 


Principal Amount Out¬ 
standing 
End of Year • 

115*246,950. 

112.246.950. 

110.746.950. 

109.246.950. 

81.346.900. 

79.846.900. 

• • • 

78,053,400.' 

76.533.900. 

, • 

. 74,728,000. 

r ■* 

73,500,500. 

) 

72,033,900. 

70,487,400. 

69,033,900. 

67.533.900. 
66,033,900. 

64.533.900. - 
63,033,900. 

61.533.900. 
60,096,900. 


* Taxable years before the 

Court. — 


Amortization of Discou 
on Principal Amount 
Outstanding (355 Mos.) 
-.0084863741076 •_ 


555,665.61 


939,840.05. 
927,110149 
690,340.23 

. ' t, • t 

677,610.66 
662,390.35 
.'649,495.31 * 
634,169.76 * 
623,752.74 
611,306.62 
598,182.45 
585,847.50 
573,117.94 
560,388.38 
547,658.82 
534,929.26 
522,199.70 
510,004.78 
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Year Ended 
December 31 

Principal Amount 
Outstanding • 

• End of Year 

Amortization of Discc 
oh Principal Amount 
Outstanding (355 Mos, 
• .0084863741076 

1965 ' ’' 

58,463,900. 

496,146.53 

1966 < 

57,232,100. 

485,693.01 

»' * 

1967 

55,528,900. 

471»239.02 

1968 • 

' 54,037,800. 

* 458,584.99 

1969 

49,768,400. 

'422,353.26 

•1970 ' 

48,826,900. 

• <14,363.34; 

1971 • 

39,349,900. 

333,937.91 

1972 

* . 39,309,700.. 

333,596.82 


* m 


$ 

. * 
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Additional Expense on ^count^of i rement tons ■ ■ ' 

seotion 3 l.«°~^ a1 | R °° 3 - ni1 *- section 39.22 (a)- , 17.<c> for »U ! 


. Principal 
Amount of 

tear Debentures 
laded Retired 
L2/31 During Year 


Repurchase Issue > 

Price • Price of V: 

of Retired Debentures oi 

Debentures Retired D< 

” (.7489447660003) 


Amortization 
of Discount 
Allowed to 
to 12/31 of 
Prior Year 
on Retired 
Debentures 


Additional 
' Expense 
Deduction 
a/c Retirement 


U947*‘ ) 3,000.000. 1,589,320.02 2,246,834.30 

„«, • 1,500,000.. ' . *1,212,163.22 1,123.417.15 

U«, . 1,500.000. 1.998,703.25 1,123.417.15 

1SS0 •" 27,900.050. 26,997,294.33 20,895,596.42 

1»S1 1,500,000: 2,676,510.29 1,123,417.15 

1»52 1,793.500. 1.968,972,76 1.343,232.44 

1,53 1.519.500. 1.398,357:39 1,138.021.57 

.... , S05.900. 1,786,569.02 1,352.519.35 


1948 

1949 


1,500*000. 

1,500,000. 


1551 

1952 

1953 

1954 


1,519,500. 

1,805,900. 


1955 

1,227,500. 

1,197,652.27 

919,329.70 

1 

1956 

1,466,600 . 

1,351,475.01 

1,098,402.39 

1 

1957 

1,546,500. 

1,335,008.01 

1,158,243.03 

1958 

1,453, *»00. 

1,289,038.26 

1,088,591.22 

1959 

1,500,000. 

1,221,128.27 

1,123,417.15 

1960 

1,500,000. 

1,21 681.65 

1,123,417.15 

1961 

1,500,000. 

1,244,510.65 

1,123,417.15 

1962 

1,500,000. 

1,282,190.91 

1,123,417.15 

1963 

1,500,000. 

1.297,504.02 

1,123,417.15 

1964 

1,437,000. 

1,237,636.65 

1,076,233.63 


• -Or 

15,325.54 
20,834.05 
37,338.35 
52,496.71 
61,674.73 
76,377.37 
89,106.93 
101,836.49 
114,566.05 
127,295.61 
134,144.12 


260,335.82 * 
418,724.13 ,* 
257,488.52 
215,734.27 
12 4,26 8.22 
138,772.31 
21,333.75 
2,157.57 
19,257.01 
44,207.71 
46,791.26 
27,258.90 


• Taxable years before the Court. 
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1 Year 
@9 Ended 
S 12/31 

Principal 
Amount of 
Debentures 
Retired 
During Year 

Repurchase 

Price 

of Retired 
Debentures 

Issue 

Price of 

Debentures 

Retired 

Amortization 
of Discount 
Allowed to 
to 12/31 of 
Prior Year 
on Retired 
Debentures 

Additional 
• Expense 
Deduction 
a/c Retirement 

I 

• 



• 


1 1965 

1,633,000. 

1,223,026.80 

1,411,646.59 

166,298.99 

22,320.80 

1 1966 

1,231,800. 

922,550.16 

1,001,095:02 

135,895.70 

(57,350.84) 

I 1967 

1,703,200. 

• i,275,602.72 

1,375,735.38 

202,355.89 

(102,223.23) 

1 1968 

1,491,000. 

• 1,116,751.54 

1,169,032.52 

189,810.48 • 

(137,529.50) ' 

1 1969 

• 4,269,400. 

3,197,544.78 

3,188,697.5.1 

579,707.61 

(588,554.88) 

I 1970 

941,500. 

705,131.50 

.686,901.38 

135,828.66- 

(154,058.78) ’ 

I 1971 

9,477,000. 

7,097,749.55 

7 ,’796,611.47 

1,447,656;62’ 

(748,794.70)'. 

1 1972 

. • 

40,200. 

30,107.58 

34,027.76 

'1 

| 

1 * * 

J - 4 

1 

6,481.89 

‘ * . • • 

, • • 

• 

• 

( 2,561.71) 

• • 

» ' ' 

• • 


• • 

f 

\ 

1 

1 

r 

• 
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49052 


,1‘V” 


UNITED STATES DISTRICT COURT 
SOUTHERN DISTRICT OF NEW YORK 


CITIES SERVICE CC1PANY, 


P NOV 20 1973 ~ii 
~” X OF 


Plaintiff, 


JUDGMENT 


67 Civ.* 46Q6 (CUT) 


UNITED STATES OF AMERICA, 




Defendant. 


The Court having entered its opinion in this 

cause on June 12, 1973, and in accord therewith, the parties 

% 

having filed computations of-the amount of income tax 

refunds due and owing to plaintiff pursuant to such opinion 

and prior orders of the Court, 

' IT IS HEREBY ORDERED, ADJUDGED AND DECREED that 

plaintiff i 3 entitled to a refund of Federal Income Taxes 

for the calendar taxable years ending December 31, 1953, 

and December 31, 1954, in the respective amounts of 

$636,342 »),& and $735,055.80, plus. interest as provided by 

law and allowable costs in the amount of $727.16. 

Dated: New York, New York 
1 v r 


NOV 2 X IP/3 

I__ ) 


CHARLES H. TENNEY / 

United States District Judge 


I I 


JUBffflEtn BITER 


- U-^o-02 


.J'-U 




! { 
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cit tt ;; r^-yy.cE cc , ? , .:ty 

- Computation of Federal*Tax Refund* * . n 
' ''" . » « ! For Taxable Years 1953 and 1954 .. - • • 

* * Per Oolnlon of Judne Tenney Fntered June 12. 1973 


1953 ■ ' 

Amortization of Dond Discount 

(Schedule I) 

,1 • 

*• « 

Additional Expense a/c Retirements 
(Schedule II) $260,335.82 

Less Computation (a) 71,998.00 


*■:,, o i 


Total Deduction 
Tax rate 
Refund 1953 
plus interest 

Total 1953 


$649^95.31 


188,337.82 

$837,833.13 

.52 

$453,673.43 

200 . 668.68 » 

$636,342.11 


1954 •• -•* 

Amortization of Bond Discount 
(Schedule I) 

4 ** » .• 

* ' \ . . 0 > * 

Additional Expense a/c Retirements 
(Schedule II) $418,724.13 

Less Computation (b) 85,569.00 

* * I 

Total deduction 
Tax rate 
Refund 1954 
plus interest 

• • Total 1954 


$634,169.76 


333,155.13 

$967,324.09 

.52 

$503,009.80 

232,046.00 

$735,055.80 




ADJUSTED EJnilBIT A 






rCOMPUTATION 

I *4 .* V .. 

Face Amount of Debentures 
I less Issue Price of Debentures 
I equals Discount of Debentures 
divided by Face Amount 
and the Result divided again 
by the Term of the Debentures, 

29 y., 7 mos. 

Equals 7» of Discount allowable 
per year per $1.00 Face Amountof 
Debentures 

which multiplied by the Term 
the Debentures were outstanding 
with no Amortized Discount 
claimed by Taxpayer, 5y., 7mos. 
equals 7. of Discount Barred by 
Statute per $1.C0 Face Amount 
of Debentures Retired in any 
Particular Year 

a) multiplied by the Face 

I Amount of Debentures Retired 
I in 1953 

[equals Amortized Discount 
Available but not taken by 
Taxpayer on Debentures Retired 
in-1953 

b) multiplied by the Face 
Amount of Debentures Retired 
in 1954 

equals Amortized Discount 
Available but not taken by 
Taxpayer on Debentures Retired 
in 1954. 


> ••• A ft 

x i s 0 b J 

' $115,246,950.00 ! * \ 

- 86.313. 600 .on 
$ 28,933,350.00 
♦115,246,950.00 


♦355 months/12 months 


=0.848637410767. 


X67 months/12 months 


"4.737577. 


X$l,519,500.00 


>71.998.Q0 a 


X$l,805,900.00 


>85.569.00 b 


Taxpayer's Exhibit A is attached as adjusted by computations 
(a) and (b) above. 

• 

On March 23, 1962, taxpayer paid a tax deficiency for 1953 pl U £ 
interest. The allocable part cf that interest ($200,668.68) 
has been added to the judgment. Interest on the total 1953 
refund (*636,342.11) runs from March 23, 1962, at the 
statutory rate. 

On December 3, 1962, taxpayer paid a tax deficiency for 1954 
plu3 interest. The allocable part of that interest ($232 
(C4O.00) Ives been added to the judgment. Interest on the * 
rotal 1934 refund ($735,055.80) ouns from December 3, 1962 at 
the statutory rate. * 







